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Last vear, because of the billion- 


dollar Kansas catastrophe, flood losses 


were the largest in our history—thou- = 
- . ’ —_— 
sands of taxpayers sustained heavy 
damage to their property. These dis- 
asters, whenever they occur, leave tax 
problems in their wake as taxpayers 
seek to recover a measure of their 
losses from their current income. Irving 
J. Olson presents an “on-the-scene” 
account of relief through the deduc- 
tions permitted by the Code. In 
Code Section 722, designed to pro- W 
vide relief from the excess profits tax Re 
imposed by the Revenue Acts of 1940, 4 V: 
is ‘ ‘ - Editor 
1941 and 1942, is the subject of an Henry L. Stewart 
article by Roy A. Wentz. Since re- Washington Editor In 
ee a 7. Lyman L. Long 
lief provisions in the present act are Advisory Editor Te 
similar to those contained in Section George T. Altman TI 
a : : ‘ > Business Manager 
722, the author’s discussion of the George J. Zahringer : Tz 
. a a il nici nw ws Circulation Manager , 
rior 1k 1S ( yortan day. § i 
prior law is of importance today MS Hlixeon 
Re 
f TI 
; Ww 
ess - 
var Tz 
= MAGAZINE is published to promote sound thought in economic, legal and Bec 
accounting principles relating to all federal and state taxation. To this end it contains Cc 
signed articles on tax subjects of current interest, reports on pending state tax legislation, é 
interpretations of tax laws and other tax information. ' Ac 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 
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FEDERAL 
TAXES 


Administrative ... 





DivipEN DS DECLARED in 1926 to be 
paid “if cash was available” were paid in 1943 and 1945 . . . they 
are not taxable to the stockholder as dividends in those years 
They should have been reported in 1926, because the 1943 and 
1945 payments were merely payments on debts that had been due 
since 1926.—Roe et al. v. Commissioner, 51-2 ustc § 9502 (CA-5). 


OvER-CEILING PAYMENTS can be com 
sidered a part of the cost of goods sold. A used car dealer part- 
nership paid over-ceiling prices for cars and deducted the excess 
over the OPA prices in computing the partnership income. The 
tax court in a memorandum decision okayed the deduction. 
(Conner, CCH Dec. 18,629(M), 10 TCM 1030.) The leading case 
on this point is Sullenger, CCH Dec. 16,735, 11 TC 1076 (1948) 
where excessive payments made by a butcher to his wholesalers 
were allowed in computing his gross income. 


| N ANOTHER CASE involving OPA regula. 
tions the corporate taxpayer had paid $11,000 to the United States 
in settlement of a claim by the OPA that it had made overcharges 
in selling its manufactured products. Apparently the over-ceiling 
charges were made in good faith and the taxpayer had attempted 
to follow OPA regulations. The tax court held that the $11,000 
payment was deductible as a business expense.—Paris Manufac- 


turing Company, CCH Dee. 18,642(M), 10 TCM 1064. 





ry. 

| HE WAGERING TAX levied on gamblers 
by the Revenue Act of 1951 has already reached the courts. Hayes 
L.. Combs applying for a tax stamp and offering his $50 refused t 
answer all of the questions on the form, saying such disclosures 
would expose him to criminal penalties—he applied in the Dis 
trict Court of the District of Columbia for an injunction to restrain | 
the enforcement of the act on the ground that it was unconstitt | 
tional. The three judge court said they thought the act constr | 
tutional but that it was unnecessary to discuss the constitutional | 
questions because what Hayes sought was the intervention of a 
court of equity for the protection of a criminal business—the 
injunction was denied. 
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Interpretations 


‘a 
I EAR OF SECTION 102 penalties should 
not force a business to remain static. Section 102 of the Internal 
Revenue Code is that section which provides for a penalty surtax 
where there is an accumulation of surplus beyond the reasonable 
needs of the business for the purpose of preventing high surtaxes 
upon shareholders. What constitutes the reasonable needs of a 
business is purely a question of fact. Judges should hesitate to 
substitute their opinion for the sound and experienced judgment 
of the corporation’s directors. Ina recent Tax Court memo opin- 
ion (Eastern Machinery Company, CCH Dec. 18,630(M), 10 TCM 
1031) the taxpayers were engaged in the hazardous business of 
buying and selling used machinery. It was highly speculative and 
highly competitive. Commercial bank loans were never availa‘ le 
quickly enough for the purchase of used machinery, so the di- 
rectors determined that large working capital was necessary. 
The directors felt that, in addition, they should maintain a re- 
negotiation reserve of $125,000, and it was the addition of this 
amount to surplus that the Commissioner felt was beyond the 
reasonable needs of the business. In view of the nature of busi- 
ness and the fact that purchasers always paid cash for their pur- 
chases and that most of these purchases were by bid with the 
War Assets Administration, the Commissioner lost the case. 


Ix ANOTHER SECTION 102 case a taxpayer 
in 1940 embarked upon a plan of building and operating 12 super 
markets on sites that were already owned or leased. After build- 
ing four such markets the plan was interrupted by the war. The 
taxpayer proved to the satisfaction of the Tax Court that its earn- 
ings and profits were retained for the following purposes: to 
provide funds for the conversion and expansion of its stores into 
super markets; to provide funds to withstand possible future 
operating losses; to provide funds for the replacement of de- 
preciated assets; to provide funds for adequate inventories; to 
provide adequate cash working capital; to maintain substantial 
cash balances for advantageous quantity purchasing; to provide 
substantial cash reserves for federal income, excess profits and 
other taxes; and to provide funds to defend litigation and to meet 


claims.—Phillips, Inc., CCH Dec. 18,619(M), 10 TCM 1007. 


A TAXPAYER would not permit an agent of 
the Commissioner to examine the books claiming that making 
the records available might incriminate him in connection with 
tax returns for prior years. The Commissioner then disallowed 
certain deductions because the taxpayer failed to overcome the 
Commissioner’s disallowance with proof. The tax court, sus- 
taining the Commissioner, said that since the records were kept 
in looseleaf ledgers there was no point in not showing the perti- 
nent records to the Commissioner.—Mayo, CCH Dee. 18,640(M), 
10 TCM 1060. 





M ONEY RECEIVED from the fruit on the 
trees when the grove or orchard is sold is now ordinary income, 
The 1951 Revenue Act makes it so. Since 1946 there has been an 
I. T. ruling to the effect that the proceeds from the sale of fruits 
on the tree cannot be treated as capital gain income. This problem 
comes up in a recent case—Louise Owen v. Commissioner, 51-2 
uste § 9512 (CA-5). This case involved deficiencies in 1944 and 
the court decided that the fruit on the tree produced capital 
gain income, not ordinary income. Each grove was sold fora 
lump sum—no allocation of purchase price between land and 
trees. The taxpayer’s business was that of selling ripened fruit 


from the trees, not that of selling groves ... the state law in 
Florida provides that crops of fruit growing on trees, whether 
mature or immature, are part ot realty .. . the expense of rais. 


ing the crops could be deducted. 


\ LIMONY ... Income to the divorcee and de- 
ductible by the divorced husband . . . Confusion sometimes 
arises when money for support of children is not clearly identified 
and when the alimony awarded is not clearly a part of the divorce 
decree. Here’s a new twist. The taxpayer could not deduct 
premiums on insurance policies held by a trustee as security for 
payment of alimony because there was no showing to what extent 
the wife would be a beneficiary under the policies.—Gardner 
Commissioner, 51-2 ustc § 9480 (CA-6). 


fa 

I HE SALARY of a husband (who started a 
business) continued to his widow will be questioned for reason- 
ableness unless the widow performs adequate rather than “‘in- 
considerable” services... the salary can be disallowed or adjusted 
to the Commissioner’s idea of reasonable compensation for sery- 
ices performed.—Millspaugh Building Corporation v. Commissioner, 
51-2 ustc J 9511 (CA-2). 


A CORPORATION issued notes in the ex 
change for its stocks, and the Commissioner contended that the 
exchange of the stocks for the notes did not change the status of 
the holders nor affect control of the corporation. The Tax Court 
did not agree with this contention and ruled that the interest on 
the notes was deductible. In this case there was a change in the 
status of the holders, for instance, the voting right as share 
holders was eliminated. Consequently, this altered the voting 
power with the common stock. One shareholder had owned 
almost one half of the preferred stock but none of the common 
stock . . he lost all control in stockholder meetings— 
H. E. Fletcher Company, CCH Dec. 18,622(M), 10 TCM 1025. 


“‘Would that we had been less careful with our health and more 
concerned with our freedom.’’—From a British publication. 
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New Treasury Cards .. . 


Corporation Returns 


Washington Tax Talk 





The Secretary 


New Treasury Cards.—Acting Secretary 
of the Treasury E. H. Foley announced 
on November 16 some changes in the regu- 
lations governing the enrollment of persons 
for practice before the Treasury which will 
permit the department to maintain a closer 
supervision over enrollees. 


In inaugurating the new procedures Mr. 
Foley said that all persons now enrolled 
will be required to obtain renewal cards. 
The current cards will be void after March 
31, 1952, and must be returned to the de- 
partment’s Committee on Practice which is 
authorized to issue renewal cards to those 
who meet the requirements. 


Treasury field offices have been directed 
to improve their systems for continuous 
local check on the qualifications of en- 
rollees. Also, improved methods are being 
adopted to obtain directly at the Depart- 
ment current reports from bar associations, 
accounting societies and state authorities re- 
garding cases of disbarments and convictions. 


The order calling in outstanding creden- 
tials, which is an amendment to Treasury 
Department Circular 230, has been filed 
with the Federal Register for publication. 
The department will also publicize the new 
procedures by communication to interested 
professional societies and by other means. 
It is not planned, however, to address individ- 
ual notices to the thousands of enrollees. 


The text of the order follows: 


“All enrollment cards which shall have 
been issued to persons enrolled to practice 
before the Treasury Department prior to 
January 1, 1952 shall be void after March 
31, 1952. An enrollee holding a void card 
shall promptly surrender it to the Com- 
mittee on Practice. Application for issu- 
ance of a renewal card may be made at any 
time between January 1, 1952 and June 30, 
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1952. An application for renewal shall be 
filed with the Committee on Form 23A. 
The form will call upon the applicant to 
state whether he made an income tax re- 
turn for each year since the date of his 
enrollment, with what collector the last 
return was filed, and the reasons for not 
filing any such return; and whether the 
applicant has been cited to appear before 
any professional disciplinary body or con- 
victed of a crime other than minor traffic 
violation since the date of his enrollment, 
and, if so, the details. Copies of Form 23A 
will be available at the office of the Com- 
mittee on Practice and at the offices of 
all collectors of internal revenue, of all 
internal revenue agents in charge and of 
all special agents in charge. The Com- 
mittee will issue a new enrollment card if 
a timely application is made and if the 
Committee is satisfied that the applicant is 
eligible to retain enrollment in accordance 
with 5 U. S. C. 261 and the regulations in 
this part. The reporting requirements of 
this paragraph have been approved by the 
Bureau of the Budget in accordance with 
the Federal Reports Act of 1942.” 


Tax Anticipation Bills—The Treasury 
has announced that tenders of bids to an 
issue of 201-day Treasury bills to be dated 
November 27, 1951, and to mature on 
June 15, 1952, will be accepted on Novem- 
ber 20, 1951. These bills will be acceptable 
in payment of income taxes due on June 
15, 1952, the date they mature. The amount 
involved will approximate $1,250 million. 


Inspection of Returns.—Income, excess- 
profits, declared value excess-profits, capital 
stock, estate and gift tax returns are open 
to inspection by the Senate Committee on 
the District of Columbia, according to Ex- 
ecutive Order 10304 and Treasury Decision 
5866. The latter provides in part: 


“The inspection of returns herein author- 
ized may be made by the committee or a 
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duly authorized subcommittee thereof, act- 
ing directly as a committee or as a sub- 
committee, or by or through such examiners 


or agents as the committee or subcom- 
mittee may designate or appoint in its writ- 
ten request hereinafter mentioned. Upon 
written request by the chairman of the 
committee or of the authorized subcom- 
mittee to the Secretary of the Treasury, 
giving the names and addresses of the tax- 
payers whose returns it is necessary to in- 
spect and the taxable periods covered by 
the returns, the Secretary and any officer 
or employee of the Treasury Department 
shall furnish such committee or subcom- 
mittee with any data relating to or con- 
tained in any such return, or shall make 
such return available for inspection by the 
committee or subcommittee or by such 
examiners or agents as the committee or 
subcommittee may designate or appoint, in 
the office of the Commissioner of Internal 
Revenue. Any information thus obtained 
by the committee or subcommittee thereof 
shall be held confidential: Provided, how- 
ever, That any portion or portions thereof 
relevant or pertinent to the purpose of the 
investigation may be submitted by the com- 
mittee to the United States Senate.” 


Alcohol Out.—Secretary Snyder announced 
November 14 that he had approved the 
recommendation of Commissioner of In- 
ternal Revenue John B. Dunlap that the 
control and regulation of the alcohol bever- 
age industry be transferred to an appro- 
priate regulatory agency outside of the 
Treasury Department. 


Snyder said the President had approved 
the recommendation. His reasons for 
recommending the transfer, he said, were 
as follows: 


“1. We have been engaged for sometime 
past in intensive efforts to reorganize and 
streamline the operations of the Bureau of 
Internal Revenue with a view to insuring 
maximum possible efficiency, personnel util- 
ization and economy of operation in the 
collection of the revenues. The huge size 
and variety of revenue collections with 
which the Internal Revenue Bureau is 
charged by law require that this function 
be given primacy, and that top-side direc- 
tion and management efforts and personnel 
utilization not be diverted by unrelated ob- 
jectives or functions. The work load of 
the Bureau has accelerated rapidly of late, 
not only because of the great increase in 
the amount of tax collections and number 
of taxpayers, but also because of new 
programs recently undertaken such as the 
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establishment of the ‘racketeer squads’ and 
the enforcement of the recently enacted 
gambling tax. Limitations of personnel 
already strain the Bureau of Internal Rey- 
enue in achieving the quality of perform- 
ance it seeks in the discharge of its functions 
directly related to the collection of the 
revenues. The Federal Alcohol Admin- 
istrations Act’s basic permit and trade prac. 
tice and consumer protective measures are 
clearly separable from the functions per- 
formed by the Bureau of Internal Revenue 
in the collection, enforcement and protec- 
tion of alcohol tax revenues. Considering 
the importance of the tax collection func- 
tion today, to continue to divert the efforts 
of the Bureau of Internal Revenue to the 
performance of these extraneous duties can 
have no result other than to hurt, impede 
and confuse its principle mission of admin- 
istering the Internal Revenue laws. It 
would be false economy in the over-all 
organization of our Government to permit 
an apparent minor saving of personnel to 
obscure and dilute the central directing 
force and efforts of the revenue collection 
agency of the Government. 


“2. The liquor industry is a major source 
of Federal revenues. From the social stand- 
point it has been regarded as requiring a 
high degree of Government control and 
regulation. These two separable aspects of 
Government relationship—revenue and regu- 
lation—are each important and distinct. As 
a matter of sound Government organiza- 
tion, I do not believe that these separable 
public purposes are best achieved by blend- 


ing the regulation and control function 
directed toward social purpose with the 
tax collection function. The power of 


regulation and administration for basic pub. 


lic social purposes is not compatible with < 


the detached objectivity which the tax laws 


impose upon the tax collector in other 
fields.” 
Supreme Court 

Certiorari has been denied in Donglas 


Hotel Company v. Commissioner, 51-2 vustc 
€ 66,022, wherein it was held that the tax- 
payer, a hotel company, (1) could include 
in equity invested capital the value of a 
donated hotel site, (2) had to reduce equity 
invested capital by the amount of with 
drawals by the taxpayer's president from 
a cash depreciation reserve, and (3) was no! 
entitled to an exemption under Section 72) 
(g) since it had no income from sources 
outside the United States. 
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The court has also denied certiorari in 
the following cases: ACF-Brill Motor Com- 
pany v. Commissioner, 51-1 ustc { 66,014, 
and in Kyle v. Jones, 51-2 ustc J 9400. 


Certiorari has been applied for in Herwig 
y. Crenshaw, 51-1 ustc § 9275, which held 
that the taxpayer could not enjoin collec- 
tion of income tax which he had computed 
by erroneously including allegedly exempt 
income in the amount of income subject to 
tax, and he could not maintain a suit for 
refund without first exhausting administra- 
tive remedies. The deputy collector could 
not be held liable for damages for collect- 
ing the tax in his line of duty. 


Certiorari has also been applied for in 
Community Services, Inc. v. U. S., 51-1 ustc 
99306, in Gendelman v. U. S., 51-2 ustec 
99474, and in Giffen et al. v. Commissioner, 
51-2 ustc J 9375. 


The Commissioner 


Wager Data.—Collectors of internal rev- 

enue throughout the country have issued 
1556 wagering tax stamps and had re- 
ceived applications for an additional 4,266 
stamps at the close of business November 
30, Commissioner John B. Dunlap of the 
3ureau of Internal Revenue announced re- 
cently. These figures do not include the 
district of Hawaii, from which no report 
has been received. 


In addition, a total of 1,884 incomplete 
applications have been received. Stamps 
will not be issued in these cases unless and 
«ntil the applications have been completely 
filled out. 


The application form requires a statement 
listing the name, business address and resi- 
dence address of the applicant, the names 
and home addresses of any partners, or of 
officers, if the applicant is a corporation. 
Also required are the addresses of each 
place at which the business of accepting 
wagers is conducted. The applicant is 
further required to list the names and ad- 
dresses of all his employees or agents en- 
gaged in receiving wagers in his behalf. 
If the applicant is himself an employee 
or agent engaged in receiving wagers on 
behalf of one or more other persons, the 
names and addresses of those principals are 
required to be shown. 


Commissioner Dunlap stated that field 
offices have been instructed to take vigor- 
ous action in collecting the wagering tax 
and to solicit the cooperation of local law 
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enforcement officials for this purpose. Ar- 
rangements will be made to furnish copies 
of applications for stamps and tax returns 
to those local officials upon request. The 
enforcement of the tax will be handled by 
the “racket squads” in the several field 
offices. 


Lists of persons known or suspected to 
be liable for the tax have been compiled 
by each collector’s office from every avail- 
able source, and these will provide the 
starting points for enforcement activities. 
Cases of willful evasion or attempt to defeat 
the tax will be promptly referred to the 
Department of Justice with recommenda- 
tion for criminal prosecution. 


It’s Special—A special ruling by the 
Bureau on November 13 holds that pay- 
ments to the widow of a deceased employee, 
if paid as remuneration for services per- 
formed by such employee and not as a 
gratuity or pension, are subject to social 
security taxes and that such taxes must be 
withheld by the employer. Income taxes, 
however, need not be withheld from such 
payments. 


Corporation Returns.—Every corporation 
with a taxable year ending after March 3], 
1951, but prior to October 1, 1951, must file 
a return after October 20, 1951, the date 
of enactment of the 1951 act, regardless 
of the fact that a return for such taxable 
year had already been filed on or before 
October 20, 1951, and regardless of the fact 
that such return disclosed a loss rather 
than income, according to a special ruling 
of November 13. If the corporatien had 
previously filed a return, it must, in filing 
again, refile Form 1120 along with Form 
1120FY 1951-1952, which is to be made 
available in the near future, since such 
latter form will only show the computation 
of tax liability and not information on gross 
income and deductions. Schedules which 
accompanied the previous return may, how- 
ever, where appropriate, be incorporated in 
the new return by reference. 


Price Indices.—The Bureau has accepted 
price indices for July, 1951, for use by de- 
partment stores employing the retail in- 
ventory and elective inventory methods. 


(1. T. 4064.) 





Let the Glasscutter Do It.—A ruling of 
the Excise Tax Division (S. T. 940) holds 
that “where upon order of his customer, a 
glass dealer both cuts and installs replace- 
ment glass in an automobile under imme- 
diate repair, no excise tax liability attaches, 
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irrespective of the character of the cus- 
tomer for whom the services are performed. 
However, where a glass dealer cuts re- 
placement glass and sells it to another 
person for installation, excise tax liability 
attaches to such sale.” 


Security for the Acrobat.—Variety enter- 
tainers who are molded into one integrated 
show, such as a “circus,” are employees for 
purposes of the employment taxes, including 
the income tax withholding under Code 
Section 1622, according to Mimeograph 6715 
(November 8, 1951). The facts in each 
case, however, must be substantially similar 
to those appearing in the case of Ringling 
Brothers-Barnum & Bailey Combined Show's, 
Inc. v. Higgins, 189 F. (2d) 865 (CA-2). 
Variety entertainers who perform their 
special routines in a series of short-term 
engagements for a number of different 
theatres, night clubs, and so forth are not 
employees for such purposes. 


Transportation Tax.— The tax on the 
transportation of persons does not apply where 
the transportation is procured by a mem- 
ber of the Armed Forces by the use of a 
United States Government transportation 
request, and no exemption certificate is re- 
quired. However, the tax applies to an 
amount paid for transportation by a mem- 
ber of the Armed Forces traveling under 
official orders which provide for reimburse- 
ment by the United States of travel ex- 
penses on a mileage or other basis, and 
exemption from the tax cannot be obtained 
by the use of an exemption certificate. 
Further the tax does not apply to amounts 
paid after December 15, 1950, for trans- 
portation or for seating or sleeping accom- 
modations furnished under special tariffs 
providing for fares of not more than 2.025 
cents per mile applicable to round trip 
tickets sold to United States military and 
naval personnel. (M. T. 42.) 


Watch the Withholding—Now is the 
time for employees to file new withholding 
exemption certificates on Form W-4 with 
their employers, Commissioner Dunlap says. 
This should be done if they are affected by 
the Revenue Act of 1951’s provisions or 
if there have been any other changes in 
their exemption status. 


Heretofore, an employee could not claim 
an exemption for a dependent whose gross 
income for the year was $500 or more. 
The new law increases this limit to $600 
per year. Therefore, a person who has a 
gross income of less than $600 and who 
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meets the other requirements of a depend- 
ent may be claimed as an exemption. 


Newly revised Forms W-4 have not yet 
been issued, but an old Form W-4 may be 
used for this purpose, the employee bearing 
in mind the increase from $500 to $600 in 
the income limitation for dependents. 


An employee is required to file a new 
certificate on Form W-4 if his exemptions 
have decreased. ‘The employee is not re- 
quired to file a new Form W-4, however, 
if his exemptions have not changed, or if 
he is entitled to an additional exemption 
but does not wish to claim it,” the Com- 
missioner concluded. 


Acquiescence.—The Commissioner’s ac- 
quiescence in the following decisions has 
been announced: 


Bates, CCH Dec. 18,454: A common car- 
rier by motor transport could exclude from 
gross income amounts which it was re- 
quired to refund to the United States. 


Gulf State Utilities, CCH Dec. 18,363 
The Commissioner erred in computing the 
amount of the taxpayer’s deduction for 
State of Louisiana income tax for the tax- 
able years 1944 and 1945. 


Johnson Lumber Corporation, CCH Dec. 
18,366: The doctrine of res judicata ap- 
plied to basis for “allowable” depreciation 
in different years. 


Kemon, CCH Dec. 18,271: As to securities 
held for more than six months, the evi- 
dence established that the firm, of which 
the taxpayers were members, was a trader, 
holding them primarily for speculation or 
investment, and therefore those securities 
were capital assets and the gain on their 
sale was taxable as capital gain. 


Nonacquiescence. — The Commissioner 
does not acquiesce in the following decisions: 


Apex Electrical Manufacturing Company, 
CCH Dec. 18,320: A settlement for dam- 
ages on a war subcontract cancelled in 
1944 resulted in income taxable in 1947, 
the year in which it was received, and not 
in prior years when contract expenses were 
taken as deductions. The Contract Settle- 
ment Act of 1944 was held inapplicable. 


Hobbs, CCH Dec. 18,336: The decedent, 
who held a one-half interest as lessee under 
a 45-year lease, at a later date acquired a 
one-fifth interest in reversion. It was held 
that his estate was entitled to an amortiza 
tion deduction based on four fifths of the 
value of the leasehold as of the date of 
death. 
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Recent State Tax Trends 


By EDWARD ROESKEN 


THE AUTHOR, A MEMBER OF THE NEW JERSEY BAR, ANA- 
LYZES RECENT LEGISLATION AND COURT DECISIONS TO 
SPELL OUT 1952 DEVELOPMENTS IN STATE TAXATION .. . 


AN ANALYSIS of recent trends in state 
taxes reveals a number of interesting 
developments. 


For instance, under the decided cases 
there has been a gradual expansion of the 
sphere in which state sales taxes may op- 
erate where shipments into a taxing state 
are involved, thus increasing the potential 
revenue of states from this type of trans- 
action. On the other hand, the country’s 
highest court has recently restated the limits 
beyond which a state may not go in at- 
tempting to exact a franchise tax, based on 
apportioned net income, from a_ business 
exclusively interstate in character. Further, 
in those states in which municipalities have 
authority to levy sales, use or income taxes, 
more and more communities have taken ad- 
vantage of this opportunity to increase their 
revenue and have enacted ordinances im- 
posing one or more of such local taxes. 
Evident also among the trends is the sub- 
stantial increase in the number of states 
which have enacted legislation making their 
courts available to other states for the col- 
lection of taxes upon a reciprocal basis. 


State Sales Taxes 


A field in which states have perhaps ac- 
quired the greatest potential jurisdiction for 
tax purposes, under decisions of the Su- 
preme Court of the United States, with 
reference to interstate commerce, has been 
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that related to the imposition of state sales 
taxes on transactions relating to shipments 
into a taxing state after orders are received. 


Prior to 1940 it had been generally as- 
sumed that state sales taxes did not reach 
transactions involving the shipment of 
goods across state lines to a purchaser. 
Early in 1940, however, the Supreme Court 
of the United States ruled that a city sales 
tax could be applied to a transaction calling 
for the shipment of material from another 
state across state lines to points of delivery 
in the taxing city, pursuant to contracts en- 
tered into in that city. (McGoldrick v. 
Berwind-White Coal Mining Company, 1 stc 
7 532, 309 U. S. 33, 60 S. Ct. 388.) Advan- 
tage has been taken of this ruling by many 
of the states which impose sales taxes, so 
as to tax transactions contemplating ship- 
ments into the state across state lines to 
local customers under circumstances where 
the seller is engaged in business in the tax- 
ing state. 


Since that decision an enlargement of 
state jurisdiction for sales tax purposes has 
been unfolded over the years in the court 
decisions until, with the rendering of the 
opinion by the Supreme Court in February 
ef 1951 in Norton Company v. Department of 
Revenue of Illinois, 2 stc J 200-043, 71 S. Ct. 
377, the point was reached where the high- 
est court held a Massachusetts corporation, 
with an office and warehouse in Illinois, 
taxable in Illinois on all Illinois orders ex- 
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cept those sent by Illinois customers direct 
to the Massachusetts office of the corpora- 
tion and filled from there by shipment, 
across state lines, to the Illinois customers. 


However, not all sales tax states have 
taken advantage of these and other deci- 
sions reflecting an ever-widening jurisdic- 
tion for sales tax purposes with reference to 
shipments into a taxing state. Today there 
are but three of the 31 states which impose 
sales taxes which do not also impose use 
taxes. These three states are Arizona, 
Illinois and Missouri. Since the use taxes 
would ordinarily ultimately be levied upon 
the storage or use of goods shipped into a 
state in interstate commerce, a number of 
sales tax states have indicated in their 
regulations that although the sales tax does 
not apply, the use tax does. There is a 
general trend, however, toward emphasis 
upon the application of the sales tax. This, 
doubtless, stems from the fact that it has 
been found that a sales tax lends itself to 
more convenient administration than does 
the use tax. 


What has been said above with respect to 
sales taxes and interstate commerce trans- 
actions has been related to shipments into 
a state after orders have been received. As 
to transactions involving shipments of goods 
out of the taxing state across state lines to 
customers in other states, an entirely differ- 
ent rule has prevailed since the first impo- 
sition of state retail sales taxes. Transactions 
involving such interstate shipments out of 
the taxing state continue to be regarded, 
under the regulations, as not subject to re- 
tail sales taxes in the state out of which the 
goods move, provided the goods are not to 
be returned to a point within the taxing 
state. Under such circumstances the regu- 
lations of some states stipulate that the 
seller is expected to be in a position to 
maintain proof of a bona fide delivery of 
the goods outside the taxing state. 


Municipal Sales Taxes 


The imposition of sales taxes by cities in 
California, in addition to the state sales tax, 
has continued until the point has been 
reached where approximately 150 munic- 
ipalities impose such taxes. A number also 
impose the complementary use tax in addi- 
tion to the state use tax. 


A wide divergence in the texts of the 
ordinances imposing these taxes provides 
varied approaches to the problem of inter- 
state commerce and intercity commerce and 
requires an examination of each ordinance 


to determine how far transactions involv- 
ing such commerce may be immune. Where 
little material is found there which may 
serve as a guide to the taxability of a par- 
ticular transaction, recourse is ordinarily 
had by counsel to the general rules, under 
the decided cases, applicable to state sales 
taxes, insofar as these rules may be con- 
sistently and pertinently applied to munici- 
pal sales taxes. 


In states other than California, the im- 
position of either sales or use taxes, or 
both, by cities remains limited to a com- 
paratively few municipalities, including New 
Orleans in Louisiana; Biloxi, Gulfport, Hat- 
tiesburg, Jackson, Laurel and Vicksburg in 
Mississippi; Atlantic City in New Jersey; 
and New York City, Newburgh, Niagara 
Falls, Poughkeepsie and Syracuse in New 
York State. Erie County, New York, im- 
poses a county-wide sales and use tax. 


Illinois, in 1951, by the enactment of 
S. B. Nos. 731 and 782, authorized corpo- 
rate authorities of municipalities to levy 
a municipal sales tax not to exceed one 
half of 98 per cent of gross receipts from 
sales of personal property, placing the duty 
of administering such taxes upon the state 
department of revenue. Similar authoriza- 
tion by the 1947 Legislature, granted by 
S. B. No. 631, making the levy dependent 
upon favorable action by the electorate of 
the taxing municipality before it could take 
effect, appears to have received compara- 
tively little local attention. 


Municipal Income Taxes 


In Pennsylvania more than 200 political 
subdivisions, such as cities, townships, bor- 
oughs and school districts, levy income 
taxes under a 1947 act designed to permit 
local political units to tax sources of wealth 
other than real estate. This represents but 
a fraction of the number of units which 
are permitted to do so, and it may be antici- 
pated that advantage will continue to be 
taken by additional units from time to time. 


Apart from Pennsylvania, municipal in- 
come taxation has currently remained more 
or less static, being limited principally to 
a number of cities in Ohio, including Co- 
lumbus, Dayton, Springfield, Toledo and 
Youngstown, and Louisville in Kentucky. 


The general business tax, based on gross 
receipts, in effect in New York City since 
1934, has in recent years found favor in 
Philadelphia, Pennsylvania, and in Monroe 
County, New York, where Rochester is 
the county seat. 
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Closely allied to the general business tax 
is the mercantile license tax which was at 
one time levied by Pennsylvania counties 
under state law. This is now imposed by 
numerous Pennsylvania cities, townships, 
boroughs and school districts under local 
legislation enacted during the years since 
1947. This mercantile license tax is usually 
levied upon wholesale vendors and retail 
vendors, including those operating restau- 
rants, the tax being based upon the volume 


of annual gross business transacted in 
Pennsylvania. 
Use Taxes 
The states which have most recently 


added sales taxes to the taxes which they 
impose have also included imposition of 
the complementary use or compensating 
taxes. Examples are found in 1951 enact- 
ments in Georgia, Maine and South Caro- 
lina, 1949 levies in the District of Columbia 
and Florida and, in 1947, in Maryland, 
Rhode Island and Tennessee. 


Two states, which formerly levied only 
sales taxes, now impose both sales and 
use taxes. These are Arkansas, which 
adopted its use tax legislation in 1949, and 
West Virginia, where a use tax became 
effective on July 1, 1951. As noted before, 
there remain three states which impose 
sales taxes without currently imposing use 
taxes—Arizona, Illinois and Missouri. 


Usually the primary obligation for the 
collection and remittance of the use tax 
is upon the retailer making sales of tangi- 
ble personal property for use, storage or 
consumption in the taxing state under cir- 
cumstances where the sales tax does not 
have application. However, where the use 
tax applies and the user or consumer does 
not pay the tax to a retailer, the trend 
throughout the use tax states is to place 
an obligation upon the user or consumer to 
report and remit the use tax directly to 
the official board charged with administer- 
ing the tax. 


Net Income Franchise Taxes 


The decision of the Supreme Court of 
the United States in the case of Spector 
Motor Service, Inc. v. O’Connor, 2 stc 
200-044, 71 S. Ct. 508, decided March 26, 
1951, appears to retard the trend evident 
in connection with that Court’s state tax 
opinions rendered during the past decade 
which had enlarged state tax jurisdiction 
Over corporations engaged in_ interstate 
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commerce. (See “The Impact of the Spector 
Decision,” TAxes—The Tax Magazine, July 
1951, page 523.) 


This trend was exemplified in the follow- 
ing decisions of the Supreme Court: retail 
sales tax—McGoldrick v. Berwind-W hite Coal 
Mining Company, above, McGoldrick v. Felt 
& Tarrant Manufacturing Company, 1 stc 
7 533, 309 U. S. 70, and McGoldrick v. A. H. 
DuGrenier, Inc., 309 U. S. 70, 283; use taxes 
—Henneford v. Silas Mason Company, 1 stc 
{ 560, 300 U. S. 577, Southern Pacific Com- 
pany v. Gallagher, 1 stc § 561, 306 U. S. 
167; franchise tax—Stone v. Interstate Natu- 
ral Gas Company, 308 U. S. 522; net income 
tax—West Publishing Company v. McColgan, 
J26. ©. §. S235. S29 U. 8. S22. 


That Court’s 1951 Spector Motor Service 
decision held invalid the Connecticut fran- 
chise tax, based upon net income appor- 
tioned to the state, as applied to a qualified 
foreign trucking company jor the privilege 
of engaging in a business exclusively inter- 
state in character. In so holding the Court 
remarked that “the constitutional infirmity 
of such a tax persists no matter how fairly 
it is apportioned to business done within 
the state,” and the Court cited its decisions 
in 1925 in Alpha Portland Cement Company 
v. Commonwealth of Massachusetts, 1 stc 
{ 246, 268 U. S. 203, and Ozark Pipe Line 
Corporation v. Monier, 1 stc § 136, 266 U. S. 
555, in support of its statement. 


The Connecticut tax before the Supreme 
Court in this case was a franchise tax predi- 
cated, for one tax period, upon the “carry- 
ing on or doing business” in the state and, 
for a subsequent period when an amend- 
ment extended the levy to apply upon 
“having the right to carry on” business in 
the state. (The Connecticut Business Cor- 
poration Tax Law has been amended, since 
the decision was rendered, by the enlarging 
of the meaning of the definition of the 
words “carrying on or doing business” to 
“mean and include each and every act, 
power or privilege exercised or enjoyed in 
this state, as an incident to, or by virtue 
of, the powers and privileges acquired by 
the nature of any organization whether the 
form of existence be corporate, associate, 
joint stock company or fiduciary.” The 
amount paid is stipulated as payment “for 
the benefit and protection of the govern- 
ment and laws of this state.” (P. A. No. 
350, Acts 1951.)) 


Inasmuch as the tax under consideration 
was a franchise tax, the rule laid down 
has naturally been interpreted to be perti- 
nent only to like situations in other states 
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where attempts may be made to levy a 
franchise tax, measured by net income, upon 
a corporation engaged strictly in interstate 
commerce. The only other states levying 
a franchise tax measured by net income 
are California (the bank and corporation 
franchise tax), Massachusetts, Minnesota, 
Montana, New York, Oregon, Pennsyl- 
vania, Tennessee, Utah and Vermont. 
Strictly speaking none of these has sought 
to apply a franchise tax to a foreign cor- 
poration engaged in interstate commerce 
only with respect to the state. The Minne- 
sota tax, based on net income apportioned 
to the state, is designated merely as “an 
annual tax” as to corporations having local 
business consisting “exclusively of foreign 
commerce, interstate commerce, or both,” 
although it is a “privilege” or franchise tax 
as to most other types of corporations. 
The Pennsylvania income tax, while it has 
been characterized by the highest court 
of that state as a property tax, is indicated 
by the statute as being payable “for the 
privilege of doing business in this Common- 
wealth, or having capital or property em- 
ployed in this Commonwealth.” 


Since the states other than Connecticut 
which levy franchise taxes measured by 
net income have not, like Connecticut, 
sought to apply their franchise taxes to cor- 
porations engaged within them strictly in 
interstate commerce, some _ consideration 
may be given to whether the Spector de- 
cision may affect the remaining states which 
impose corporate net income taxes which 
are not in the nature of franchise taxes. 


Other Net Income Taxes 


The present corporate net income tax 
laws of Arkansas, California (the Income 
Tax Act of 1937, as distinguished from the 
Bank and Corporation Franchise Tax Act 
previously mentioned), Colorado, Georgia 
and a 1951 Pennsylvania act mentioned 
below (as distinguished from the existing 
Corporate Net Income Tax Act of 1935, 
as amended) include provisions which are 
phrased to permit the taxation of foreign 
corporations engaged within them exclu- 
sively in interstate commerce. The Cali- 
fornia provision was, in effect, upheld by 
the Supreme Court of the United States 
in the West Publishing Company case in a 
per curiam opinion which did not go into 
a discussion of the principles of law which 
were involved as applied to the facts. 

Pennsylvania in 1951, by Act of August 
24, 1951, H. B. No. 1303, imposed a tax 
upon certain corporations which is desig- 


nated as a “property tax.” This tax is, 
however, measured by income derived from 
sources within Pennsylvania, the rate being 
5 per cent. There is exempted from tax- 
able income under this act, net income for 
any period for which the corporation is 
subject to taxation under the 5 per cent 
Corporate Net Income Tax Act (approved 
May 16, 1935, P. L. No. 208, as re-enacted 
and amended) which levies a tax measured 
by net income. Sources within Pennsyl- 
vania are defined as including “tangible or 
intangible property located or having a 
situs in this Commonwealth, and any activi- 
ties carried on in this Commonwealth, re- 
gardless of whether carried on in intrastate, 
interstate or foreign commerce.” The new 
act, in its principal features, follows the 
general pattern set by the older act. Its 
enactment thus parallels the enactment of 
the California Income Tax Act of 1937, 
which has been applied to foreign corpo- 
rations not taxed under that state’s Bank 
and Corporation Franchise Tax Law—prin- 
cipally unlicensed foreign corporations de- 
riving income from property or other sources 
within that state, regardless of whether the 
activities carried on there consist of intra- 
state, interstate or foreign commerce. The 
new tax applies to net income accrued dur- 
ing the calendar years 1951 and 1952 or 
during fiscal years commencing in the cal- 
endar years 1951 and 1952 and ending in 
the calendar years 1952 and 1953. 


The statutes of the remaining 18 states 
which impose corporate net income taxes 
do not contain such provisions which are 
aimed at corporations engaged only in inter- 
state or foreign commerce. These states 
are Alabama, Arizona, Idaho, Iowa, Kan- 
sas, Kentucky, Louisiana, Maryland, Mis- 
sissippi, Missouri, New Mexico, North 
Carolina, North Dakota, Oklahoma, Rhode 
Island, South Carolina, Virginia and Wis- 
consin. These vell as the ten 
states imposing net income franchise taxes 
which likewise have not attempted to tax 
corporations engaged strictly in interstate 
commerce, have without question _ been 
guided in their course in this respect by 
such earlier decisions of the Supreme Court 
as the Alpha Portland Cement Company and 
Ozark Pipe Line Corporation cases, cited by 
that Court in the Spector decision as previ- 
ously noted. Doubtless these states will in 
the main continue to follow this course. 


states, as 


As to the states of Arkansas, California 
(Income Tax Act of 1937), Colorado, 
Georgia and Pennsylvania (Act of August 
24, 1951), in view of the broad language 
of the Spector decision, it seems possible 
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that the rule laid down in that case may 
lead to future litigation to test their stat- 
utes aS applied to foreign corporations en- 
gaged strictly in interstate commerce, despite 
the holding of the Supreme Court in the 
California case of West Publishing Company 
vy. McColgan, previously cited. 


Apportionment of Income 


Connecticut in 1951 joined New York in 
denying apportionment of corporate income 
under circumstances where the taxpayer 
does not maintain a permanent or continu- 
ous place of business outside the state, 
other than a statutory office, thus subjecting 
the entire net income to taxation. (Act 199.) 


New York has had a like provision in 
effect respecting its franchise tax on busi- 
ness corporations based on apportioned net 
income. (Tax Law, Chapter 60, Section 
210 (3).) 


In Pennsylvania, ever since the imposi- 
tion of its corporate net income tax in 1935, 
it has been provided, in the allocation of 
gross receipts (originally sales) from busi- 
ness assignable to the state (one of the 
three factors used in determining the pro- 
portion of taxable net income, the other 
two being tangible property and employees’ 
compensation, all within and without the 
state), that the amount of gross receipts 
assignable to Pennsylvania shall be the 
amount of gross receipts “except those ne- 
gotiated or effected in behalf of the corpo- 
ration by agents or agencies chiefly situated 
at, connected with, or sent out from prem- 
ises for the transaction of business main- 
tained by the taxpayer outside of the 
Commonwealth.” The effect is to assign 
all gross receipts from business sources to 
Pennsylvania under circumstances where a 
corporation maintains no place for the 
transaction of business outside that state. 


The Connecticut and New York provi- 
sions are thus more stringent than those 
of Pennsylvania, since they relate to the 
entire net income whereas the Pennsylvania 
limitation bears upon but one of three fac- 
tors normally used in determining taxable 
net income. 


The Connecticut, New York and Penn- 
sylvania provisions mentioned are applied 
to both domestic and foreign corporations. 
There are also certain states which deny 
apportionment of income to their domestic 
corporations. These are Alabama and Lou- 
isiana where domestic corporations are 
taxed upon their entire net income. It may 
also be noted that in Arkansas, income 
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of domestic corporations derived from the 
doing of business without the state is not 
to be included in gross income where the 
company maintains offices, stores or other 
established places of business outside the 
state, and, that in Mississippi, North Caro- 
lina and South Carolina, domestic corpora- 
tions are also taxable primarily upon their 
entire net income, but are permitted to 
deduct net income from business outside 
the state under most circumstances. 


In the remaining states which impose 
corporate taxes predicated upon net income, 
apportionment is allowed both domestic and 
foreign corporations which do_ business 
within and without the state. 


Other Franchise Taxes 


There are numerous state franchise taxes 
imposed upon foreign corporations which 
are based upon factors other than income 
apportioned to the taxing state. These bases 
include factors such as issued and outstand- 
ing capital stock apportioned to the state, 
capital employed therein and capital stock 
and surplus employed in the taxing state. 


A foreign corporation engaged only in 
interstate commerce with respect to a state 
is not usually regarded by its counsel as 
subject to franchise taxes of this type. This 
conclusion is doubtless based upon decisions 
of the Supreme Court in the 1920’s of the 
type of the Alpha Portland Cement Company 
and Ozark Pipe Line Corporation opinions, 
previously discussed, which ruled that foreign 
corporations are not subject to state taxa- 
tion where engaged solely in interstate com- 
merce with respect to the taxing state. The 
rule laid down in these cases, which seemed 
to be moving into partial eclipse during the 
past decade, has apparently been restored 
to full vigor by the Supreme Court when 
rendering its opinion in 1951 in the Spector 
case—at least so far as state taxes upon 
the privilege of carrying on a business ex- 
clusively interstate in character is concerned. 
There, these decisions were cited as in- 
stances where prior taxes were struck down 
when attempted to be applied to those 
carrying on a business exclusively interstate. 


As pointed out by the Court in the last- 
mentioned decision, the principle remains 
in effect that “where a taxpayer is engaged 
both in intrastate and interstate commerce, 
a state may tax the privilege of carrying on 
intrastate business and, within reasonable 
limits, may compute the amount of the 
charge by applying the tax rate to a fair 
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proportion of the taxpayer’s business done 
within the state, including both interstate 
and intrastate.” 


Occupation License Taxes 


taxes imposed for revenue by 
state, county or municipal legislation—parti- 
cularly in the southern states—continue to 
be generally regarded as limited in their 
application to intrastate activities and as 
not extending to those engaged in furthering 
interstate commerce only. (City of Win- 
chester v. Lohrey Packing Company, 237 S. 
W. (2d) 868 (Ky. Ct. of App., 1951); City 
of Chicago v. The Willett Company, 406 III. 
286, 94 N. E. (2d) 195 (1950); rehear. den. 
71S. C. 74 GHS51).) 

The Supreme Court of the United States 
has, in a long line of “drummer” cases 
reaching back into the latter part of the last 
century, held foreign corporations immune 
from such occupation taxes which were at- 
tempted to be levied upon them or their 
agents under circumstances where there 
was a solicitation of orders by traveling 
salesmen in a taxing state followed by the 
shipment across state lines to the purchaser 
of the goods ordered. As recently as 1946, 
in Nippert v. City of Richmond, 2. stc 
{ 200-011, 327 U. S. 416, the Supreme Court 
refused to overrule these decisions, observing: 
“As has been so often stated but neverthe- 
less seems to require constant repetition, 
not all burdens upon commerce, but only 
undue or discriminatory ones, are forbid- 
den.” The court also had held in 1940 that 
a North Carolina privilege tax on those, 
not regular merchants, displaying samples 
in hotel rooms to secure orders to be filled 
by shipment of goods across state lines into 
North Carolina constituted a discrimination 
against interstate commerce (Best & Com- 
pany, Inc. v. Maxwell, 1 stc J 363, 311 U. S. 
454, 61 S. Ct. 334). 


License 


Property Taxes 


Generally, liability for ad valorem property 
taxes on real estate and tangible personal 
property is regarded by counsel for corpo- 
rations engaged in interstate commerce with 
respect to a state as not affected by the fact 
that only interstate business may be carried 
on there. The presence of the property 
within the state at the time of its assess- 
ment, coupled with its ownership by the 
foreign corporation, appears to be sufficient 
to give rise to such liability for property 
taxation. This applies to real property and 
also to tangible personal property not cur- 


rently subject to movement into or out of 
the state. Where tangible personal property 


is passing through a state in interstate 
movement at the time property there js 
being assessed, such property is usually 
regarded as exempt from ad valorem taxa- 
tion, and a mere temporary interruption 
within a state, occasioned by circumstances 
over which the owner has no control or 
brought about to provide safe or convenient 
transit in the continuous movement to 
another state, is not regarded as breaking 
the continuity of the interstate movement 
or as destroying the exemption from taxation. 
(Champlain Realty Company v. Brattleboro, 
260 U. S. 366, 43 S. Ct. 146; Archer-Daniels- 
Midland Company v. Board of Equalization, 
48 N. W. (2d) 756 (1951).) 


This rule has doubtless given rise to 
legislation in several states exempting, in 
varying degrees, property stored in ware- 
particularly in Arizona, Nevada, 
New Jersey, North Carolina, Washington 
and Wisconsin. The Arizona legislation 
was enacted in 1951 and that of Nevada in 
1949. That of the other states is of some- 
what longer standing. 


houses, 


\s noted before, Pennsylvania in 1951, by 
Act of August 24, 1951, imposed a tax upon 
certain corporations which is designated as 
a “property tax.” The tax is measured by 
income derived from sources within Pennsyl- 
vania from the employment of property or 
capital in that state, the rate being 5 per 
cent of the apportioned income. “Sources 
within the state’ is defined as including 
“tangible or intangible property located or 
having a situs in this Commonwealth, and 
any activities carried on in this Common- 
wealth, regardless of whether carried on in 
intrastate, interstate or foreign commerce.” 
There is, however, exempted from taxable 
income under this act, net income for any 
period for which the corporation is subject 
to taxation under the Corporate Net Income 
Tax Act (approved May 16, 1935 (P. L. No. 
208), as re-enacted and amended). The new 
tax applies to net income accrued during 
the calendar years 1951 and 1952 or during 
fiscal years commencing in the calendar 
years 1951 and 1952 and ending in the calen- 
dar years 1952 and 1953. The new act, in 
its principal features, largely follows the 
pattern set by the older act, and its rela- 
tion to the older act is perhaps to be re- 
garded as comparable to that between the 
California Income Tax Act of 1937 and the 
older California Bank and Corporation 
Franchise Tax Act. The latter has been 
applied primarily to corporations engaged 
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in intrastate business, while the newer 1937 
act has been applied primarily to corpora- 
tions engaged in interstate commerce with 
respect to the state. 


Initial Taxes 


The initial taxes or entrance fees required 
to be paid by a foreign corporation in order 
to secure general authority to do business 
within the various states have comparatively 
seldom been the subject of litigation. The 
latest instance of the testing of the validity 
of such a tax before the Supreme Court of 
the United States appears to have been in 
1937 in Atlantic Refining Company v. Com- 
monwealth of Virginia, 1 stc J 147, 302 U. S. 
22,58 S. Ct. 75. There the Virginia foreign 
corporation entrance fee, based upon maximum 
or authorized capital stock without appor- 
tionment, was held valid. The court re- 
marked that the fee was not a charge laid 
upon interstate commerce, a charge furtively 
directed against interstate commerce, nor 
a charge measured by such commerce and 
that the amount of the fee did not grow 
or shrink according to the volume of inter- 
state commerce or the amount of capital 
used in it. 


Withholding and Information 


It seems generally accepted that a state 
may require a corporation, engaged in inter- 
state commerce with respect to it, to act as 
withholding agent of personal income taxes 
due from its employees who work within 
the state. Eight states—California, Indiana, 
Iowa, Kentucky, Maryland, New York, 
Oregon and Vermont—have such provisions, 
as have several Ohio cities and numerous 
Pennsylvania communities and school dis- 
tricts, including the City of Philadelphia. 
Here, withholding is not regarded as a tax 
burden upon a corporation engaged in inter- 
state commerce, as the employer is not 
taxed, being merely made the collector for 
the state of a tax on funds paid by the 
employer to its local employees. Normally, 
the presence of the employer within the 
state, plus the fact of effecting payments 
in connection with which withholding is 
required, are deemed sufficient to call for 
the withholding and the filing of reports 
and effecting payments to the proper state 
official or board. 


Decisions appear to be lacking specifically 
establishing jurisdiction, in connection with 
such withholding, over unlicensed foreign 
corporations engaged only in furthering in- 
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“CONTEMPLATION OF JUSTICE”’ 
by James Earle Fraser 





terstate commerce with respect to the tax- 
ing state. However, support for such 
jurisdiction appears to be implicit in the 
1945 decision of the Supreme Court in /n- 
ternational Shoe Company v. State of Wash- 
ington et al., 2 stc § 200-009, 326 U. S. 
310, 66 S. Ct. 154, where “systematic and 
continuous” local activities of a corporation 
engaged in interstate commerce were re- 
garded as sufficient to give a state jurisdic- 
tion over such a company so as to require 
its compliance with the state’s unemploy- 
ment insurance law. 


Like activities are also generally viewed 
as giving jurisdiction over the same type of 
corporations so as to subject them to the 
filing of returns of information at the 
source, under personal income tax require- 
ments, with respect to payments to both 
residents and nonresidents. 


A recent development, involving expan- 
sion in state tax jurisdiction and relating to 
withholding at the source, has been the ex- 
tension of withholding as to payments to 
residents in 1948 in Oregon and in 1951 in 
Vermont in addition to withholding as to 
nonresidents. Temporary provisions in Dela- 
ware, likewise covering withholding with 
respect to both residents and nonresidents, 
expired on December 31, 1950. 
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Out-of-State Collection 


One of the most unusual developments of 
recent years has been the extension of rec- 
iprocity in the collection of state taxes. 
Five states, California, Georgia, Missouri, 
North Carolina and Oklahoma, have had 
provisions on their statute books for ten or 
more years which permit the use of their 
courts by other states in the collection of 
taxes—provided such other states granted 
them a like privilege. The Georgia provi- 
sion, perhaps the most succinct of all, reads: 

“Interstate Comity—The courts of this 
State shall recognize and enforce liabilities 
for taxation lawfully imposed by other 
states which extended like comity.” (Laws 
1937-1938, Act 296, Section 47.) 

Fifteen additional states have joined this 
group in the past four years: Alabama, 
Oregon, Tennessee and Wisconsin in 1947; 
Maine and Minnesota in 1949; Kentucky, 
Louisiana and Maryland in 1950; and 
Arkansas, Indiana, Kansas, Michigan, New 
Hampshire and Washington in 1951. 

The object of these statutes appears to be 
the removal of the necessity of first reduc- 
ing taxes to judgment in the taxing state 
and, where comity exists through the enact- 
ment of comparable statutes, the allowing 
of the institution of suit in a court of the 
reciprocating state very much the same as 
if suit were brought in the courts of the 
taxing state against the delinquent taxpayer. 
The difficulties experienced by states in 
endeavoring to effect collection of their 
taxes in other states, as evidenced by the 
decided cases (see “Out-of-State Collection,” 
Taxes—The Tax Magazine, November, 1949, 
page 955), no doubt has given impetus to 
this passage reciprocal tax-collection 
legislation in a growing number of states. 


ot 


A Glance at 1952 


Fourteen regular sessions of state legisla- 
tures are scheduled for 1952. These are: 
Arizona, January 14; California, March 3; 
Colorado, January 2; Kentucky, January 
8; Louisiana, May 12; Maryland, February 6; 
Massachusetts, January 2; Michigan, Janu- 
ary 9; Mississippi, January 8; New Jersey, 
January 8; New York, January 9; Rhode 
Island, January 1; South Carolina, January 
8; and Virginia, January 9. The legislatures 
of three of these states—Arizona, Colorado 
and Michigan—will be meeting in regular 
session for the first time in an _ even- 
numbered year. 


It may be anticipated that additional cities 
in California and New York will impose 
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sales and use taxes in 1952 and that munici- 
palities in Mississippi in addition to the six 
cities presently levying sales taxes, may 
impose sales taxes collectible by the state, 
It is also probable that Pennsylvania cities, 
townships, boroughs and school districts not 
now levying income or wage taxes or mer- 
cantile license taxes will be added to the 
group currently imposing such taxes. It is 
possible, too, that additional Ohio cities 
nay exact income taxes. 

As a result of the 1951 Norton Company 
decision of the Supreme Court of the United 
States, it may be expected that a number 
of the imposing sales taxes will 
tighten their regulations or legislation so as 
to reach additional types of transactions 
where goods are shipped across state lines 
to customers within the state under cir- 
cumstances where the seller is already sub- 
ject to collect or pay the sales tax. This 
would seem a reasonable assumption, inas- 
much that decision indicated a state 


states 


as 


might apply its tax to virtually all transac- | 


tions, involving shipment into the state, 
effected by such a seller, with the exception 
of orders sent direct by local customers in 
the taxing state to an office of the seller in 
another state and filled by shipment across 
state lines to the customer without embrac- 
ing activity on the part of the seller’s local 
place of business. 

With reference to the Spector Motor Serv- 
ice decision, involving the validity of the 
Connecticut franchise tax measured by ap- 
portioned net income as applied to a foreign 
corporation engaged in interstate commerce 
with respect to that state, there has been a 
tendency in some quarters to emphasize the 
franchise tax nature of the levy and to 
regard the decision as presaging little likeli- 
hood of application to levies of corporate 
net income taxes not in the nature of 
franchise taxes. This distinction being 
drawn between income taxes in the nature 
of franchise taxes and those income taxes 
not in that category will probably lead to 
further litigation to test the constitutionality 
of income tax levies which are in the latter 
classification in view of the emphatic ex- 
pressions in several portions of the Spector 
decision. 

As there are now 20 states which have 
provided for reciprocal tax collection through 
the employment of their courts, five of the 
20 having been added in 1951, it is possible 
that one or more may be added to this 
group in 1952, inasmuch as nine of the 13 
legislatures scheduled to meet in regular 
session in 1952 have not adopted such legis- 
lation. [The End] 
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VALUATION - + for Pennsylvania 
Capital Stock and Franchise Taxes 


By ROBERT D. HANSON 


VALUATION IS THE ENIGMA OF PENNSYLVANIA TAXA- 


TION. 


ATTEMPTS AT SIMPLIFICATION SIMPLY RESULT 


IN CONFUSION — AND THE COURTS REJECT THEM... . 


ALUATION for capital stock and fran- 
chise tax purposes is undoubtedly the 
greatest enigma of the tax law of the Com- 
monwealth of Pennsylvania. The importance 
of the problem is only exceeded by the 
vagueness and even mystery surrounding it. 


Valuation, to a certain extent, must be 
arrived at by a subjective process. This 
undoubtedly accounts for some of the diffi- 
culty. Simple fixed formulae cannot be 
used to reach a computation of the cash 
value of a corporation for purposes of 
taxation. 


During the five years in which the writer 
sat as a member of the Corporation Tax 
Resettlement Board of the Commonwealth 
of Pennsylvania, the vast majority of all 
cases before this body, regarding a detailed 
discussion of substantive law, dealt with 
valuation problems. Likewise, the Board 
of Finance and Revenue of the Common- 
wealth of Pennsylvania has felt the impact 
of similar petitions requesting an adjust- 
ment in valuation. 


Due to the cost of litigation and the 
effect of a rather notable case, Common- 
wealth v. Pomeroy, Inc.,’ the Dauphin County 
Court and the Supreme Court of Penn- 





1In Commonwealth v. Pomeroy, Inc., 344 Pa. 
538 (1942), the supreme court affirmed a deci- 
sion of the Dauphin County Court. Pomeroy 
had appealed the assessment of $2,500,000 on its 
capital stock for state tax purposes as arrived 
at by the Board of Finance and Revenue. The 
Dauphin County Court, instead of lowering the 
valuation as, of course, the petitioner desired, 
Taised the valuation to $2,750,000. 

The supreme court, in affirming the Dauphin 
County Court, stated the pertinent facts as 
follows: ‘‘The capital stock valuation fixed by 
the corporation’s officers was $1,387,744.20. The 
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sylvania have not been called upon to 
decide any valuation questions in the last 
few years. 


It is the purpose of this article to discuss 
in some detail the theory and factors or tests 
used to arrive at a valuation. The scope of 
this analysis must necessarily be limited to 
the broad fundamental concepts involved in 
the present system of valuation for the 
above tax purposes in Pennsylvania. 


CAPITAL STOCK AND FOREIGN 
FRANCHISE TAXES 


The capital stock tax, which was originally 
enacted in 1840, is a tax upon the property 
and assets of a corporation.? Since 1935 the 
foreign franchise tax has replaced the cap- 
ital stock tax, insofar as foreign corporations 
are concerned. The foreign franchise tax is 
not a tax upon property and assets but upon 
the exercise of the corporate franchise in 
Pennsylvania.® 


As different as these two taxes may 
seem, the rules applying to valuation are 
identical. In each case the same factors 
are taken into consideration in order to 
establish the value of the capital stock of 
the corporation for the purpose of taxation. 





taxing authorities not being satisfied with this 
appraisement, under the authority of the Act 
of April 9, 1929, P. L. 343, Art. VIII, Sec. 
801 (d) as amended, 72 PS Sec. 801 (d) raised 
the valuation to $2,500,000.00. From this figure 
the corporation appealed to the court below, 
which determined the correct amount to be 
$2,750,000.00.’’ 

2Commonwealth v. Standard Oil Company, 
101 Pa. 119 (1882). 

3’ Commonwealth v. Columbia Gas and Electric 
Corporation, 336 Pa. 209, 8 Atl. (2d) 404 (1939). 
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Mr. Hanson is a Harrisburg, Pennsylvania attorney. 
He is secretary-treasurer of the Taxation Section 
of the Pennsylvania Bar Association and was a mem- 
ber of the Corporation Tax Resettlement Board of 
the Commonwealth of Pennsylvania (1946-1951). 


Inasmuch as the rules applying to capital 
stock tax valuation are the same as those 
applying to foreign franchise tax valuation, 
the mention of the capital stock tax here- 
inafter will also include the foreign fran- 
chise tax. 


HISTORY AND IMPORTANCE 
OF VALUATION PROBLEM 


Although the Act of June 11, 1840, P. L. 
612, was the original act levying a tax on 
corporation capital stock, the present system 
of appraisement of the value of the capital 
stock was created by the Act of April 29, 
1844, P. L. 486. The methods of arriving 
at the valuation to be placed upon the cap- 
ital stock of a corporation have undergone 
many changes during the years following 
the enactment of these original acts. The 
last statute to modify the law concerning 
valuation was the Act of May 16, 1945, 
P. L. 606. 


The crux of the entire structure of the 
capital stock tax lies in the valuation to be 
established. The tax rate is five mills, 
with the exception of corporations having 
the charter power to distill liquor which 
are taxed at ten mills. The various methods 
of apportionment of the capital stock and 
foreign franchise taxes cannot be discussed 
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the limitations 
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article. 


HOW TO ARRIVE AT A VALUATION 


The statute* enacting substantially the 
present tax law provides that three tests 
shall be taken into consideration in arriving 
at the valuation: * 

“First—The average which said stock sold 
for during the year, and Second—The price 
or value indicated or measured by net earn- 
ings or by the amount of profit made and 
either declared in dividends expended in 
betterments or carried into the surplus or 
sinking fund, and Third—The actual value 
indicated or measured by consideration of 
the intrinsic value of its tangible property 
and assets and of the value of its good will 
and franchises and privileges as indicated 
by the material results of their exercise 
taking into consideration also the amount 
of its indebtedness.” 


Prior to the enactment of 1945* the law 
provided that the actual value of a corpora- 
tion should be “not less, however, than’ the 
three tests enumerated above. The act of 
1945 substituted the phrase “taking into 
consideration” for the former phrase “not 
less, however than.” This amendment did 
not actually change tax practice inasmuch 
as the courts had already interpreted the 





‘Act of June 1, 1889, P. L. 420, as amended. 
5 The only current analyses of valuation that 
are available are found in such publications as 
the CCH Pennsylvania Tax Reports. That pub- 
lication presents the following editorial com- 
ment on p. 730 on the general topic of valuation: 


‘The valuation of the capital stock of a cor- 
poration is the ‘nitial step involved in com- 
puting the amount of tax liability of both 
domestic and foreign corporations. The above 
provisions . . apply with equal effect to the 
capital stock tax imposed on domestic corpo- 
rations and the franchise tax imposed on foreign 
corporations. 

“The statute provides that the valuation of 
the entire capital stock of a corporation should 
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be made at its ‘actual value in cash as it 
existed at the close of the year.’ The three 
factors which the statute provides are only 
aids in determining the actual value of the 
capital stock. 

“It is the theory of both the capital stock 
and franchise tax that the value of the capital 
stock of the corporation should equal the value 
of all its shares. Since the value of the shares 
may be influenced by an indeterminate number 
of factors, the rule has developed that exclusion 
of relevant factors, in determining the valua- 
tion, is improper under the statute, and that a 
valuation is equally objectionable when based 
upon any one of the statutory factors.’’ 


® Act of May 16, 1945, P. L. 606. 
TAX ES—The Tax Magazine 
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words “not less, however, than” as actually 
meaning “taking into consideration.” 


The courts have given a very broad in- 
terpretation to the meaning of the above 
three factors. The Pennsylvania Supreme 
Court in the case of Commonwealth vw. 
Pomeroy’s, Inc.” has reiterated the well- 
established rules on the broad scope to be 
taken as follows: 


“Valuation for Capital Stock Tax pur- 
poses is not just a matter of figures and 
accounting; judgment as to value is re- 
quired. We repeat what was said in Com- 
monwealth v. Penna. R. R. Co., 297 Pa. 308, 
317, 147 A. 242, ‘the value of Capital Stock 
is not a matter of strict formula but a mat- 
ter of judgment’. ‘Common sense and prac- 
tical every-day business experience are the 
best guides for those entrusted with the 
administration of tax laws. Taxation is a 
practical and not a scientific problem.’ ” * 


Another familiar quotation on this subject 
appears in Commonwealth v. Dunkard Valley 
Oil and Gas Company: ° 


“In Commonwealth v. Provident Life and 
Trust Co., 12 Dauphin 104, 108, this Court 
said: ‘It has been frequently held by this 
Court and by the Supreme Court that in 
determining the value of the Capital Stock 
of a corporation, for the purpose of taxation, 
all elements of value must be considered, 
the amount of dividends declared, net earn- 
ings, market price, liabilities, indebtedness, 
earning capacity, value of franchise, and 
everything that may throw light upon the 
subject.’ ”’ 


The scope of the words “everything that 
may throw light upon the subject” is as 
vast as the universe itself. Unless one can 
appreciate the almost limitless field which 
this phrase and similar phrases throw open, 
one cannot possibly grasp the significance 
of the word “valuation.” ”° 


Initially, the officers of the corporation ap- 
praise the value of the capital stock. This 
appraisement is considered to be prima facie 
correct.” 

The court in Commonwealth v. United 
Biscuit Company™ has reiterated the prior 
case law on this subject as follows: 

“In Commonwealth v. Gimbel Bros., 18 
Dauphin 385, this Court said, page 388: 


“*The appraisement made by the officers 
of the company must be accepted as prima 
facie correct, and the burden was and is 
upon the Commonwealth to show by testi- 
mony establishing facts that it is inaccurate.’ ” 


However, as the court stated in Common- 
wealth v. Dunkard Valley Oil and Gas Com- 


pany™ in discussing this subject: 


“While it is true that the appraisement 
made by the officers of the corporation is to 
be considered prima facie correct, when it 
plainly appears that the corporation officers 
had ignored the requirements of the statute 
any presumption in favor of the appraise- 
ment disappears. The statute requires the 
corporate officers to take into consideration 
sales—in this instance there were none—it 
also requires that they should consider net 
earnings and intrinsic value of the property, 
including good will and franchises ‘as indi- 
cated by the material results of their exer- 
cise. The officers have done nothing of 
the sort; they adopted an arbitrary method 
of calculation of a gas well which was used 
in the business, of estimating gas wells for 
purchase and sale. They completely ignored 
dividends and the results of the operation 
of the franchises ‘as indicated by the ma-. 
terial results of their exercise’.” 

In general, nearly all of the important 
factors entering into the, question of estab- 
lishing a valuation can be discussed ade- 
quately under the three main tests devised 
by the Legislature and set forth above. 





‘Cited at footnote 1, at p. 541. 

5In Commonwealth v. Beaver Valley Water 
Company, 56 Dauph. 143, rehear. 56 Dauph. 274 
(1944), the court held: ‘‘It is to be remembered 
that in determining the actual value the taxing 
act directs us to consider not only the value 
of tangible property and assets, but also ‘the 
value of the good will and franchise and privi- 
leges." The Courts have long held that it is 
proper to include in the appraisement of the 
value of the stock, the value of the franchises 
and privileges enjoyed and exercised by the 
corporation, and to determine the value of these 
by the material result of their exercise: Con- 
monwealth vs. Standard Oil Co., 101 Pa. 119 
(1882); Commonwealth vs. Manor Gas Coal Co., 
188 Pa. 195 (1898); Commonwealth vs. Ontario 
vs. Carbondale & Scranton Railway Co., 188 Pa. 
205 (1898)."’ 
°41 Dauph. 164, 168 (1935). 


Pennsylvania Taxes 


1% A thorough and informative discussion of 
valuation with respect to federal taxation is 
contained in an article written by Ralph S. Rice, 
Professor of Law at the University of Cin- 
cinnati, entitled ‘‘The Valuation of Close Held 
Stock: A Lottery in Federal Taxation,’’ 98 
University of Pennsylvania Law Review, Febru- 
ary, 1950, pp. 367-399. Although the article pur- 
ports to cover only the valuation questions 
arising with close-held stocks, it does give a 
thorough analysis of the fundamentals govern- 
ing valuation in federal taxation. In general, 
his thesis is a condemnation of the present 
subjective process in arriving at a valuation 
in federal taxation. 


1 Commonwealth v. Bamaco, Inc., 50 Dauph. 
423, 425 (1941). 


1256 Dauph. 182, 184. 
13 Cited at footnote 9, at p. 167. 
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These are sometimes referred to as the 
sales price, earnings and equity factors. 


Average Selling Price of Shares 


For purposes of taxation, the average 
selling price of shares is not given as much 
weight normally as the other two factors.” 
The reason for this situation is well ex- 
pressed in Commonwealth v. Westmoreland 
Coal Company,” as follows: 


“Taking into consideration only the 
average sales prices in 1930, is not a fair 
means of valuation for this particular year, 
as it was testified that in that year the stock 
market was abnormally depressed as in 
1929, it was abnormally high.” 

Stock which is listed and actively traded 
on an exchange is given greater weight than 
over-the-counter transactions, original is- 
sues of stock and private sales by and be- 
tween stockholders. In the latter instances, 
many variables might influence the price 
of the stock. 

For example, for obvious reasons, little 
or no weight is given to the sale of stock in 
a transaction which is purely a family inter- 
change. Likewise, a sale of relatively few 
shares of stock might well throw very little 
light on the true value of a corporation. 

Although the act does not specify a 
method for computing the average price for 
which the shares are sold, weighted or 





% Work cited, footnote 5, editorial comment 
at p. 735: ‘‘Prior to the 1945 amendment, the 
law provided that the actual value of the capital 
stock of a corporation should be ‘not less than, 
first, the average which said stock sold for 
during the year.’ Although there was early 
dictum in Commonwealth v. Edgerton Coal Co. 
(94), 164 Pa. 284, 30 A. 125, to the effect that 
the valuation of capital stock should not be 
less than the value indicated by the average 
selling price, this has not been strictly followed 
by the Department. In Commonwealth v. West- 
moreland Coal Co. ('33), 37 Dauph. 166, the 
court established the rule that the price for 
which stock sold in the open market is not 
conclusive in years when the stock market was 
abnormally depressed. By the same reason- 
ing it can be stated that in the case of infla- 
tionary tendency in the market, the average 
selling price of the stock would be too high. 
Thus judicial decisions prior to the 1945 amend- 
ment have qualified this legislative provision so 
that the valuation must be determined by con- 
sidering all three of the statutory factors in 
order to arrive at a fair valuation which may 
be less than the valuation determined by the 
use of one of the factors exclusively. The 1945 
amendment makes the statute conform with 
this practice adopted for many years.”’ 

4% 37 Dauph. 166, 168 (1933). 

16 Corporate Taxation and Procedure in Penn- 
sylvania, Leighton P. Stradley and I. H. Krek- 
stein (Chicago, Commerce Clearing House, Inc., 
1940). To those who are interested in making 


Whether a corporation declares a year- 
end dividend on December 31 of this 
year or the next day will make a big dif- 
ference in stockholders’ Wisconsin tax 
liability. The state’s 3 per cent privilege 
dividend tax will lapse on that date, as 
will the exemption of dividends declared 
by corporations which have used 50 per 
cent or more of their net income in com- 
puting their Wisconsin tax liability. 


The date on which the dividend is de- 
clared is the crucial one in Wisconsin the 
Supreme Court has ruled: ‘‘No tax is 
levied until a dividend is declared. When 
the dividend is declared the dividend 
belongs to the stockholder.”’ 





mean averages of the selling price per 
share during the year are generally used. 


Earnings 


In the leading textbook on the subject 
of corporate taxation and procedure in 
Pennsylvania,” by Stradley and Krekstein, 
the analysis of the earnings factor™ is given 
as follows in Volume 1, page 143: 

“As contrasted with the valuation of 
capital stock reflected by the average selling 
price of shares, which definitely indicates a 





an exhaustive study on any phase of Pennsyl- 
vania Taxation and Procedure, it will be inter- 
esting to note that a revised edition of this 
work is already well under way. 

17 Work cited, footnote 5, editorial comment 
at p. 740: ‘‘The statute in making earnings or 
dividends one of the factors to be used in 
valuing capital stock is silent as to the method 
of ascertaining net earnings, the periods for 
which earnings or dividends should be con- 
sidered, or the rates at which earnings or 
dividends should be capitalized. 

“The form requires the listing of earnings 
and dividends of the corporation for the last 
five years. The purpose of considering past 
earnings is to better judge what might be 
expected in the future. In cases where the earn- 
ings of the corporation are steady through the 
years no difficulty is encountered. However, in 
cases where the earnings of a corporation fluc- 
tuate greatly it is advisable for the corporation 
to attach riders to their returns explaining such 
fluctuations. 

“The Department of Revenue has never issued 
rules indicating at what rates earnings or divi- 
dends are capitalized in order to arrive at the 
value of the capital stock. The Department 
at one time recognized a method of capitalizing 
net earnings and dividends at 10% and 8% for 
business corporations, but has abandoned the 
practice and adopted the rule of determining 
the value of the capital stock of each corpora 
tion individually, taking into consideration all 
of the three factors.’’ 
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stated in the Act is indefinite. It merely 
calls for a consideration of ‘the price or 
value indicated or measured by net earnings 
or by the amount of profit made... .’ No 
definition appears as to: (1) ascertainment 
of net earnings, (2) period for which earn- 
ings should be considered, or (3) the rate 
or rates at which earnings should be capi- 
talized, obviously necessary to make this 
factor comparable with the selling price and 
equity factors.” 

Book earnings as listed in the capital 
stock report, rather than the earnings shown 
in the federal income and excess profits 
tax reports, are used to ascertain net earn- 
ings under the act. 


The weight which should be given to 
the earnings factor has been the subject 
of considerable controversy for decades. 
It has been stated that the amount of any 
valuation which exceeds the equity of the 
corporation must be justified by the estab- 
lishment of an existing good will. 


The manifest unfairness of lumping all 
corporations in the same category with 
reference to the earnings factor can be 
illustrated by the corporate dealer-distribu- 
tor of automobiles with a cancellable fran- 
chise with the manufacturer. 


The usual form of franchise between the 
manufacturer and the dealer-distributor gen- 
erally provides that the contract may be 
terminated upon the giving of notice within 
a certain number of days by either party. 
The contract can usually be terminated by 
the manufacturer upon the transfer of the 
automobile agency. 


During the years following the war, some 
dealer-distributor agencies were able to 
earn in excess of 100 per cent of their net 
equity. The result of capitalizing these 
earnings by the usual methods could only 
result in establishing a value fantastically 
different from the selling price of the 
agency.” 


As indicated by the tax report forms, 
the history of earnings and dividends which 
the commonwealth stresses is the current 
year involved and the four preceding years. 
Great stress is given to both the current- 
year earnings and the average of the five years. 





% A complete analysis of the difficult position 
of the dealer-distributor as far as the federal 
tax practice is concerned is given in an article 
in the February, 1951 issue of TAxES—The Tax 
Magazine in an article on p. 109 entitled ‘‘How 
to Value Dealer-Distributor Franchises,’’ by 
John C. Bruton. Although this article does not 
deal with the vaiuation problem in Pennsyl- 
vania, it does give a very helpful dissertation 


Pennsylvania Taxes 


The rate or rates at which earnings should 
be capitalized may be influenced by many 
circumstances. The usual policy is to cap- 
italize the earnings of general business cor- 
porations at 10 per cent and those of public 
utility corporations at 8 per cent. 


Cases which have approved the 10 per 
cent rate of capitalization are Commonwealth 
v. Bamaco” and Commonwealth v. Sykes 
Brothers, Inc.®” The 8 per cent capitaliza- 
tion for public utility corporations was 
approved in Commonwealth v. Beaver Valley 
Water Company.” 


The difficulty with establishing an iron- 
bound rule with regard to the rate of 
capitalization of earnings is well illustrated 
in the Edgerton Coal Company case.” 


“In purely manufacturing enterprises, 
which depend for continuance and success 
on a supply of materials which is inexhausti- 
ble, and on skilled and other labor which 
may always be obtainable, such a calcula- 
tion would have greater probability in favor 
of ‘actuality’. But in coal mining, oil and 
gas production, or mining, quarrying, lum- 
bering, and innumerable other enterprises, 
the actual cash value of the stock, cannot, 
from the very nature of the business, be 
determined solely by the net earnings for 
any one year. The net earnings for a year 
may equal six percent on a large principal; 
the very next year, the thing, mine, oil or 
gas territory, quarry or timber, represented 
by the capital, may be wholly exhausted, 
practically worthless, and the stock become 
of no value whatever. 


“In this view, large net earnings may 
largely depreciate the actual value of the 
stock. For example, suppose the greater 
part of the paid-up capital stock is repre- 
sented by a tract of coal land, and that large 
net earnings in the year reported are at- 
tributable to large production; this large 
production would indicate large exhaustion 
of the coal, and, necessarily, impairment of 
the capital. 


“To arrive at the actual value, possibilities 
and probabilities, as well as things certain, 
are properly considered.” 


In capitalizing earnings, little or no weight 
is given to the net gain or loss on the sale 
of capital assets. 





on the fundamental principles of valuation with 
reference to the dealer-distributor franchise 
cases. 

19 Cited at footnote 11, at p. 428. 

20 53 Dauph. 26, 29 (1942). 

21 Cited at footnote 8, at p. 147. 

2 Commonwealth v. Edgerton Coal Company, 
164 Pa. 284, 301 (1894). 
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Since 1947, considerable weight has been 
given to the earnings factor by the taxing 
authorities of the Commonwealth of Penn- 
sylvania. This emphasis has, during the 
present period of prosperity, increased the 
revenue from this source. 

With regard to the recent stress placed 
upon current-year earnings in establishing 
valuation, we desire to quote from a lecture 
given by James J. Mahon, Jr., CPA of 
Philadelphia, in an address made before tax 
practitioners in 1949 at the Forum in Pitts- 
burgh on the subject “Pennsylvania Capital 
Stock and Franchise Taxes”: * 

“During the war years the Common- 
wealth taxing officials were relatively liberal 
in valuing corporate stock for capital stock 
and franchise tax purposes in that current 
earnings were not particularly stressed as a 
valuation factor. However, beginning with 
1947 reports, the policy has been tightened 
in that high postwar earnings are stressed. 
The 1947 and 1948 earnings generally had 
exceeded ten percent of taxpayer’s capital 


stock and surplus so that in some cases 
capital stock valuations far exceed net 
worth and in many cases actually have 


doubled within a relatively few years. 
“Certainly, increased 1947 and 1948 profits 
of many industries may signify a permanent 
higher earnings level which should be re- 
flected in capital stock values. 
However, in many cases it would seem that 


increased 


such profits are but a temporary result of 
the postwar inflationary process. Their con- 
tinuation may be highly doubtful.” 

The question often arises as to the im- 
portance of salaries paid to officer-stock- 
holders. In where excessive 
salaries are paid to reduce the income fac- 
tor, weight has been given to this in arriv- 
ing at a valuation. 
on its own merits. 
established 
size of the 


those cases 


Each case must stand 
No general rule can be 
in this regard. However, the 
among other 
items, its gross income influence the com- 
monwealth’s decision as to the point be- 
yond which salaries become excessive. 


enterprise and, 


If salaries are considered excessive, the 
commonwealth takes this into considera- 
tion in arriving at adjusted earnings and 
dividend factors. 

An interesting exception to this general 
rule is found in Commonwealth v. Bamaco, 
Inc., above. In this case the gross income 
of the defendant was $101,919.20. The sal- 





aries of executives and employees amounted 
to $99,920. The commonwealth contended 
that weight should be given to the amount 
of the salaries in arriving at a valuation. 
The court held that this was erroneous. 
A concise summary of the court’s ruling 
is contained in its first syllabus as follows: 


“On an appeal from a settlement of a 
Capital Stock Tax for the year 1936 based 
upon the Commonwealth’s valuation of 
$50,000.00 which the appellant contended 
should have been $500.00, the record indi- 
cated inter alia: that an individual, who was 
the dominating spirit in four operating 
companies, gathered about him certain of 
the companies’ executives and employees 
whose services he considered to be valuable, 
and, in order to insure a coordinated pool 
of management, incorporated the appellant 
managing company; that the operating 
companies and certain executives and em- 
ployees thereof entered into an agreement 
with the appellant company which provided 
that certain of these executives and em- 
ployees should become executives and em- 
ployees of the appellant, which would pay 
them what the operating companies fixed 
as their compensation; that the appellant 
agreed to manage the operating companies 
in consideration of $250.00 per year from 
each comipany, plus the agreed compensa- 
tion of the executives and employees; that 
after the appellant paid the salaries, social 
security taxes and other taxes, and miscel- 
laneous expenses, it had a net income for 
the year of only $604.19; and that the value 
of its assets was $2,103.99, consisting of 
deposits of $1,279.39 and accounts receiv- 
able of $824.00, of which amount $999.20 
was a reserve for unemployment compen- 
Held, that the actual and fair value 
of the capital stock for the year in question 
was $6,000.00.” 


sation. 


Although the statute includes dividends 
under the earnings factor in 
valuation, such stress has been given to 
dividends that it would almost warrant the 
position of equality with the three statutory 
tests. Just as in the case of earnings, the 
dividend history, as called for in the tax 
form, consists of the current year with the 
prior four years, and the weight is given 
to the current year and the average of the 
five years. Again, as in the case of earn- 
ings, no set rule for capitalization can be 
found. However, it is generally accepted 
that dividends of general business corpora- 


one test of 








23 James J. Mahon, Ir., is the author of an 
outline booklet, State Taxation of Corporations 
in Pennsylvania, which is published bi-annually. 
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tions should be capitalized at 8 per cent,” 
and those of public utility corporations at 
7 per cent.” 

Dividends which amount to a liquidation 
or partial liquidation of a corporation are 
obviously not capitalized. Stock dividends 
or dividends paid in shares of the distribu- 
ting corporation are disregarded. 

Current dividends which are paid in ex- 
cess of current or average earnings are 
normally not capitalized as above. The 
excess is considered to be a form of 
liquidation. 


Intrinsic Value of Tangible 
Property and Assets 


In Commonwealth v. United Biscuit Com-~ 
pany* the court stated with regard to a 
foreign franchise case (equally applicable 
to a capital stock case) that the true cri- 
terion for the value of a corporation which 
had substantial changes in equity during 
the year was “the average worth of the 
company for the year.” ™ 

The value as established by a sale of the 
fixed assets should be given some weight. 
In Commonwealth v. Beaver Valley Water 
Company,” the court stated, in establishing 
the valuation of the corporation’s capital 
stock for the year 1936 with regard to a 
sale of its water works in 1940, as follows: 

“Although we think it is proper to give 
some consideration to the sale of the prop- 
erty of the company in 1940, we cannot 
give it great weight in the determination 
of this case. In any case, the more remote 
to the sale, the less weight can be given 
to it. More important in this case, how- 
ever, is the failure of the Commonwealth 
to furnish satisfactory evidence that the 
property sold by the company in 1940 was 
substantially the same and in substantially the 
same condition as that owned by it in 1936.” 





*Commonwealth v. Sykes Brothers, Inc., 
cited at footnote 20, at p. 29, presents a 10 
and 15 per cent capitalization rate in a new 
approach to the problem. This has not been 
followed in later cases. 

* Commonwealth v. Beaver Valley Water Com- 
pany, cited at footnote 8, at p. 147. 

* Cited at footnote 12, at p. 185. 

* Work cited, footnote 5, editorial comment 
at p. 748: ‘‘The assessed value of the real and 
personal property should not be given entire 
consideration to the exclusion of other factors. 
Other relevant facts should also be considered, 
such as earnings, net and gross, and its fran- 
chises and privileges. The amount of its in- 
cumbrances on its property and franchises is 
a relevant fact to be considered. Book values 
in general do not give actual values and are 
not evidence of actual values. Reproduction 
value of property without taking into considera- 
tion the value of a franchise connected with the 
existence and operation of a business over a 


Pennsylvania Taxes 


However, as stated in Corporate Taxation 
and Procedure in Pennsylvania,” there are 
five situations in which equity becomes the 
principal or exclusive basis of taxation for 
capital stock. 


“1. Companies whose assets consist prin- 
cipally of cash, marketable securities and 
other property of a readily marketable na- 
ture, generally known as ‘liquid assets’. 

“2. Parent corporations, or those which 


hold the shares of wholly or majority owned 
subsidiary corporations. 


“3. Corporations in the first vear of 
operation. 
“4. Corporations in the last year of 


operation. 


“5. Corporations in the process of liqui- 
: 1 
dation.” 


The rule as applied to corporations in 
the first year of operation, number three 
above, has been the center of much con- 
troversy over a period of years. The analysis 
of the so-called “first-year rule” and a sharp 
attack upon it are presented by I. H. Krek- 
stein in his article on “New Developments 
in Pennsylvania Corporate Tax Laws” in 
Taxes—The Tax Magazine, April, 1949, as 
follows: 

“It is the practice of the Common- 
wealth to base its appraisal of capital stock 
valuations on net worth alone when a cor- 
poration files a report covering the first 
period of actual operations. This rule ap- 
lies equally to franchise and capital stock 
taxes, both of which are measured by the 
actual value of capital stock, but will not 
apply to a foreign corporation reporting for 
the first time in the state if in a prior tax 
period it has engaged in business outside 
the state. 

“This is known as the ‘first-year’ rule. 
No one seems to know its origin. It is cer- 





period of years is not a relevant fact. The 
value is to be ascertained from the facts and 
conditions actually existing during the tax year, 
and not upon theories and estimates as to what 
conditions may be in succeeding years. The 
capital stock tax, although a property tax, is 
not a tax directly upon the property. Theoreti- 
cally the value of the property must be taken 
into account, together with other elements of 
value in fixing the value of the capital stock, 
as the tax is imposed on the capital stock and 
statute declares that it shall be estimated and 
appraised at its actual value in cash. 

‘“‘Where there has been a substantial incre- 
ment in the value of assets during the taxable 
year the corporation may claim the right to 
have the equity factor computed on a basis of 
average values over the year rather than merely 
upon the value of assets held at the end of 
the year.”’ 

28 Cited at footnote 8, at p. 148. 

2 Work cited, footnote 16, Vol. 1, at p. 160. 
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tain, however, that it has no statutory au- 
thority. Nor is it based upon a court 
decision. Until recent years the rule pro- 
vided that the appraisal would be the equiv- 
alent of paid-in capital stock and surplus, 
plus gains from operations during the year, 
less dividends paid. If operations resulted 
in a net loss for the year, the loss would 
be deducted from the paid-in capital and 
surplus. 

“At the present time, the Common- 
wealth interprets this so-called ‘first-year’ 
rule in the same manner as previously, ex- 
cept that dividends paid during the period 
are added back to net worth for the aver- 
age length of time they are assumed to 
have been a part of surplus. 

“The act provides that in appraising capi- 
tal stock, it is mecessary to consider, in 
addition to net worth or equity, earnings, 
dividends and the average price for which 
the stock was sold during the year. Time 
and again the courts have held that the 
valuation is not a matter of mathematical 
formula or fixed rule, but a matter of judg- 
ment and common sense. Therefore, it is 
hardly conceivable that the courts would 
approve any rule based exclusively on arith- 
metical calculations.” 


The general balance sheet in the capital 
stock tax report provides a space for both 
net book value and actual value. This per- 
mits the corporation the opportunity to 
establish as its actual equity a more realis- 
tic figure than ihe book equity. 


DANGER OF OVERSIMPLIFICATION 


Any simple formula approach to the val- 
uation problem can lead only to confusion, 
The courts have repeatedly rejected any 
such method of computation. 

Some individuals have advocated a so- 
called “five-way formula” for arriving at a 
valuation. This “five-way formula” consists 
of taking the equity, either book or actual, 
or a composite of the two, whichever is 
deemed more accurate, a capitalization of 
the current net earnings, a capitalization of 
the five-year average earnings, a capitaliza- 
tion of the current dividends and the cap- 
italization of the five-year average dividends, 
It should be noted that such a mathematical 
computation omits the selling price of the 
stock which is one of the statutory tests. 


Other somewhat similar formulae have 
been advocated from time to time. An ap- 
proach such as the “five-way formula” of 
necessity violates the many court decisions 
and the statutory provisions in this regard. 
However, such formulae, if taken in con- 
junction with all other factors “that may 
throw light upon the subject,” may be of 
some help in arriving at a proper valuation. 


The inherent difficulty, in so doing, lies 


in the danger of oversimplification. For, in | 


the final analysis, “the value of capital stock 
is not a matter 
matter of judgment.” 


of 


[The End] 





JONATHAN SWIFT'S TAX PLAN 


“T heard a very warm debate between 
two professors, about the most commodious 
and effectual ways and means of raising 
money without grieving the subject. The 
first affirmed the justest method would be 
to lay a certain tax upon vices and folly, 
and the sum fixed upon every man, to be 
rated after the fairest manner by a jury of 
his neighbors. The second was of an 
opinion directly contrary, to tax those quali- 
ties of body and mind for which men 
chiefly value themselves, the rate to be more 
or less according to the degrees of excelling, 
the decision whereof should be left entirely 
to their own breast. The highest tax was 
upon men who are the greatest favorites of 
the other sex, and the assessments accord- 
ing to the number of natures of the favors 
they have received; for which they are al- 
lowed to be their own vouchers. Wit, 
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valor, and politeness, were likewise pro- 
posed to be largely taxed, and collected in 
the same manner, by every person’s giving 
his own word for the quantum of what he 
possessed. But as to honor, justice, wis- 
dom, and learning, they should not be taxed 
at all, because they are qualifications of so 
singular a kind, that no man will either 
allow them in his neighbor, or value them 
in himself. 


“The women were proposed to be taxed 
according to their beauty and skill in dress- 
ing, wherein they had the same privilege 
with the men, to be determined by their 
own judgment. But constance, chastity, 
good sense, and good nature were not rated, 
because they would not bear the charge of 
collecting.”—Voyage to Laputa,” Gulliver's 
Travels. 
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Interstate Commerce 
and a State's Right 


By FRED L. COX 


to Revenue 


AN EXPLANATION OF GEORGIA'S RECENTLY AMENDED LAW 
BY AN OFFICER OF THE STATE'S DEPARTMENT OF REVENUE 


baton STATE OF GEORGIA has now 
(since the United States Supreme Court 
decision in the Spector Motor Service case 
and its disposition of the Dan River Mills 
case) shown its intent to tax the net receipts 
from exclusively interstate or foreign com- 
merce. This intent is clearly shown in the 
definition of doing business by the words: 
“whether or not any such activity or trans- 
action is connected with interstate or foreign 
commerce.” This intent was not shown, or at 
least not clearly expressed, by the law in effect 
prior to the 1950 amendment to the income tax 
statute. The superior court judge in the Dan 
River Mills Case pointed to this failure and 
said that the court would not, by construction, 
extend the statute to include activities or 
transactions as doing business that had not 
previously been upheld as doing business 
by the appellate courts of this state until 
the legislature had plainly shown its intent 
to do so, even though the result would not 
offend federal or state constitutional pro- 
hibitions. There was at that time no prior 
Georgia court decision on the doing of busi- 
ness for net income tax purposes. 


The state possesses the sovereign power 
to define, for purposes of a tax imposed 
on net income, the term “doing business” 
as including the performance of any acts 
the net income attributable to which the 
state will tax on a nondiscriminatory basis. 
As far as any constitutional issue is con- 
cerned, in the case of a tax on net income 
there is only the ultimate broad question 
whether the income taxed was reasonably 
attributable to a source within the state, 
be the source inventory or property located 


State’s Right to Revenue 


within the state, acts performed within the 
state measured by payroll, receipts from 
sources within the state or any other in- 
come-producing factor occurring within the 
state. Thus for a tax imposed only on net 
income, the income itself can support juris- 
diction to impose the tax if the income was 
derived from sources within the state. 

The definition of “doing business” as now 
contained in the Georgia law includes within 
its meaning the doing of any acts within 
this state which result in financial profit or 
gain or the engaging in any activities within 
this state, such as the solicitation of orders, 
which ultimately result in financial gain to 
the corporation. The definition and the 
formula for the apportionment of income 
were designed to reach for taxation the net 
gain, and only that gain, which results from 
what is done in Georgia. 

The Spector Motor decision is merely a 
reaffirmation of the principle enunciated by 
the United States Supreme Court in the 
case of Alpha Portland Cement Company v. 
Massachusetts (268 U. S. 203). In both 
these cases the tax sought to be imposed 
was direct and an expense of doing busi- 
ness, an expense that must be considered 
before profit can be determined. The Georgia 
tax is clearly distinguishable, being indirect, 
nonregulatory and imposed only on profit 
after it has been determined. 

Whether a state may rightly impose a 
tax on income from an activity or transac- 
tion exclusively in interstate commerce 
depends upon the constitutional channel 
through which it attempts so to do. The 
validity of the tax does not turn so much 
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interstate 


the fact of 
upon the method employed for the imposi- 


upon commerce as 
tion of the tax. The constitutional separa- 
tion of the federal and state powers to tax 
forms the line of demarcation. Georgia has 
chosen the constitutional provision upheld 
by the United States Supreme Court in the 
case of West Publishing Company v. McCol- 
gan (328 U. S. 823). 

The Spector Motor decision plainly states 
that “the State is not precluded from im- 
posing taxes upon other activities or as- 
pects of this business which, unlike the 
privilege of doing interstate business, are 
subject to the sovereign power of the State.” 
The decision further states that this may 
be done although the taxes may come out 
of the funds derived from interstate busi- 
ness, “provided the taxes are so imposed 
that their burden will be reasonably related 
to the powers of the State and nondiscrimi- 
natory.” Where the business done is wholly 
of an interstate character, the commerce 
clause is not violated unless there is a 
showing that the tax is discriminatory in 
its application. Interstate commerce is no 
more affected by a tax on the income from 
such commerce or activities which are inci- 
dents of such commerce than by a tax on 
property used in such commerce. (See 
McGoldrick v. Berwind-White Coal Mining 
Company, 309 U. S. 33; Nelson et al. v. Sears, 
Roebuck & Company, 312 U. S. 359.) 


The Supreme Court of the United States 
in the case of United States Glue Company 
v. Oak Creek (247 U. S. 321) affirmed a 
decision of a lower court on the premise 
that a net income tax is not a direct burden 
on commerce and, hence, is not forbidden 
by the Commerce Clause; and the decision 
did not turn on the fact that the taxpayer 
was engaged in both interstate and intra- 
state business. The incidence of the tax was 
not on commerce but on net profit, profit 
after the deduction of all expenses neces- 
sary to earn it—not on the doing of busi- 


Mr. Cox is Director, Income Tax Special Assessments, 
Department of Revenue, State of Georgia 


ness but on profit from businesss done. 
The incidence of the tax provides the answer. 

Chief Justice Stone, speaking for a unani- 
mous court in the case of Memphis Natural 
Gas Company v. Beeler (315 U. S. 649), said 
that “even if a taxpayer’s business were 
wholly interstate commerce, a nondiscrimi- 
natory tax . upon the net income of a 
foreign corporation derived from 
within the State is not prohibited by 
the Commerce Clause.” 

In the Berwind-White case, the Court said: 
“Not all state taxation is to be con- 
demned because, in some manner, it has an 
effect upon commerce between the States, 
and there are many forms of tax, whose 
burdens, when distributed through the play 
of economic force affect interstate com- 
merce, which nevertheless falls short of 
the regulation of the commerce which the 
Constitution leaves to Congress. A tax may 
be levied on net income wholly derived 
from interstate commerce. Nondiscrimina- 
tory taxation of the instrumentalities of 
interstate commerce is not prohibited.” 


The Georgia tax is imposed upon net 
income from property owned or business 
done in Georgia. It is not a tax on the 
“privilege” to own property or do business 
in Georgia. Where the amount of net 
income taxable is in the proportion to the 
activities carried on within the state that 
the total net income is to the total activities 
carried on by the corporation, the tax dees 
not run counter to the requirements of due 
process, regardless of the domicile of the 
corporation. (See United States Giue Con- 
pany v. Oak Creek, above; West Publishing 
Company v. McColgan, 166 Pac. (2d) 86, 
per curiam 63 S. Ct. 524.) It is fair to 
conclude that if, of the amount of the net 
income, only the portion derived from 
sources within the state is taxed by this 
state, the tax does not offend either the 
Due Process or the Commerce Clause oi 
the Federal Constitution. [The End] 
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Tax Highlights of 1951 


By J. H. LANDMAN 


THIS SUMMARY OF CHANGES IN THE TAX STRUCTURE 
1S APPEARING CONCURRENTLY IN THIS MAGAZINE 
AND IN THE JANUARY ISSUE OF THE CONTROLLER 


oe YEAR 1951 gave us another bumper 
crop of significant court decisions in tax- 
ation. Much has been written about the 
Revenue Act of 1951 and the prior Revenue 
and Excess Profits Tax Acts of 1950. Some 
of these judge-made tax laws may prove to 
be even more important than this Congres- 
sional tax legislation for use in defense against 
the assertion of a tax deficiency or to buttress 
tax refund claims. The following selection of 
tax decisions is as worthy of consideration as 
the aforementioned tax laws. 


Income Taxes 


When machinery is rented with an option to 
buy, the rental payments are not deductible if 
they are large enough to give the taxpayer 
an equity in the property.’ In such event, 
the taxpayer is entitled to depreciation and 
interest deductions to the extent established.’ 

Excessive rent paid to a sole stockholder’s 
wife is a dividend and is therefore not de- 
ductible.* 

The transfer of assets by a subsidiary in 
liquidation before the completion of a contract 





1Benton, CCH Dec. 17,873(M), 9 TCM 811 
(1950). 


2 Judson Mills, CCH Dec. 16,485, 11 TC 25 


(1948). 
3’ Stanwick’s Inc. v. Commissioner, 51-2 ustc 
19384, 190 F. (2d) 84 (CA-4), aff’g CCH Dec. 


17,897, 15 TC 556. 

* Standard Paving Company v. Commissioner, 
51-2 ustc { 9376, 190 F. (2d) 330 (CA-10), aff’g 
CCH Dec. 17,204, 13 TC 425 (1950). 

5 Fox v. Commissioner, 51-2 ustc { 9379, 190 
F, (2d) 101 (CA-2), rev’'g CCH Dec. 17,688, 14 
TC 1160 (1950). 
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results in an allocation between its transferee 
and itself on a percentage-of-completion basis.* 

A guarantor of a debt who pays it and can- 
not collect it from the debtor is usually entitled 
only to a bad-debt deduction. However, it is a 
loss deduction if the principal debtor is no 
longer in existence.> The distinction is this: A 
loss is deductible in full whether sustained in 
trade or business or in an enterprise for profit. 
A bad debt is deductible in full only if in- 
curred in connection with trade or business. 


An outright sale of business property at a 
loss and rental which is a part of a lease-back 
of the property for a period of less than 30 
years are both deductible, provided both trans- 
actions are at arm’s length and the consid- 
eration and rental are reasonable. However, 
if the lease were for 30 years or more, 
the transaction might be considered a tax- 
free reorganization with a nonrecognizable 
loss. Similarly, conveyances to trusts of 
business properties with lease-backs are de- 
nied deductible rentals by the Treasury and 
the Tax Court, but the Third’ and the Sev- 
enth ® Circuit Courts permit them. The Eighth 
Circuit ° recently held that the sale of a foun- 





6 Standard Envelope Manufacturing Company, 
CCH Dec. 17,779, 15 TC 41 (1950) (acq.); May 
Department Stores Company, CCH Dec. 18,150, 
16 TC 547. 

7 Brown v. Commissioner, 50-1 ustc § 9219, 180 
F. (2d) 926. 

8 Skemp v. Commissioner, 48-1 ustc { 9300, 168 
F. (2d) 598. 

*Century Electric Company v. Commissioner, 
51-2 ustc J 9482. 


27 





The author is a New York attorney and professor 
of tax law, New York Law School 








dry to a college at a loss and a lease-back 
for a combined set of optional leases total- 
ling 95 years were tax free with a nonrecog- 
nizable loss. Worse still, the useful life of 
the foundry was spread over 95 years for 
purposes of depreciation. 


Property acquired by a mortgagee has a basis 
measured by its fair market value when 
acquired by foreclosure or surrender, even 
if the debt obligation is not discharged.” 


Bad debts of an occasional lender on a mort- 
gage are nonbusiness bad debts deductible as 
short-term capital losses." However, one who 
holds himself out as a mortgage lender and 
declares himself to be so on his return or who 
makes mortgage lending an allied business 
takes full business-bad-debt loss deductions.” 


Demand notes given for stock are not in- 
cluded in invested capital where the notes were 
never invested in taxpayer’s business and were 
not used to earn excess profits.” 


A corporation, holding a mere bare legal 
title, is held not taxable on income from the 
sale of realty.” 


A corporation may not be taxed on more in- 
come than it actually earned. The part earned 
by a chief stockholder as an individual pro- 
prietor is taxable to him only.* 


Payment of preferred dividends in appreci- 
ated property does not result in a gain to the 
corporation.” If it were the discharge in prop- 





%” Kohn, CCH Dec. 18,259, 16 TC 960. 

1 Edgar W. Waybright, CCH Dec. 18,401(M), 
10 TCM 589. 

2% Campbell, CCH Dec. 16,611, 11 TC 510 
(1948); Kushel, CCH Dec. 18,008, 15 TC 958. 

13 Graves, Inc., CCH Dec. 18,411, 16 TC 1566. 

4% John A. Mulligan, CCH Dec. 18,395, 16 TC 
1489. 

% Estate of Julius I. Byrne, CCH Dec. 18,328, 
16 TC 1234. 

6 Zalk-Josephs Company, CCH Dec. 18,445(M), 
10 TCM 662. 

1 Strout v. Cross, Austin & Ireland, 283 N. Y. 
406. 
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erty of a money debt, it would result in a 
taxable gain or loss. This might be so if 
according to the terms of issuance, delin- 
quent dividends are corporate debts.” 


An award for an engineering essay on indus- 
trial welding is a tax-free gift rather than 
taxable income, because the donor intended a 
prize for the public good rather than a pur- 
chase of the winning essay.* 


Trust-impressed funds are excluded from 
taxable business income provided they are kept 
apart from general moneys and are intended 
for a special purpose such as for mainte- 
nance and care of graves in cemetery com- 
panies, for national advertising purposes ® and 
for the measuring of broadcasting audiences.” 


If land is purchased with the intent to raze 
an existing building, no loss is allowed on the 
latter’s demolition.” 


The exchange of common stock, with pref- 
erences as to dividends and liquidation held 
by inactive stockholders for bonds while 
another class of common stock is outstand- 
ing, is a tax-free exchange, because such a 
transaction has a corporate business purpose. 
The Tax Court” differentiates this case from 
Adams and Bazley* where the common stock 
was more closely held and the transaction was 
primarily a personal one. 


The reasonableness of contingent compensa- 


tion must be determined in the light of services | 


rendered and other relevant factors at the time 





18 Arsham Amirikian v. U. 8. et al., 51-2 usw 
{ 9391 (DC Md.). 

1” Seven-Up Company, CCH Dec. 17,656, 14 TC 
965 (1950). 

2 Broadcast Measurement Bureau, Inc., CCH 
Dec. 18,264, 16 TC 988. 

21N. W. Ayer & Son, Inc., CCH Dec. 18,572, 
17 TC —, No. 68. 

2 Wolf Envelope Company, CCH Dec. 18,544, 
17 TC —, No. 52. 


23 Adams v. Commissioner and Bazley v. Com- 


missioner, 47-1 ustc { 9288, 331 U. S. 737. 
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of payment as well as when the agreement 
was made.* 


Corporate officers’ penalties arising from a 
breach of trust or mismanagement under 
the Securities Exchange Act are deductible 
as business expenses when the conduct re- 
sulting in such penalties is not contrary to 
public policy.” 


Loans of thin corporations are not recognized 
as such, even where interest is paid, when 
they are not demand debts. In addition, in 
the case of Kipsborough Realty Corporation, 
CCH Dec. 18,567(M), 10 TCM 932, the pro- 
portion of indebtedness to capital stock was 
in a ratio of 1,000 to 1, which was a particu- 
larly condemning factor. 


The expiration of restrictions on the sale of 
stock does not constitute a taxable event. Fur- 
thermore, such stock is not ordinary income 
when received if it is of indeterminable 
value. It results in capital gain when sold.” 


A trust may or may not be a taxable partner. 
It depends on the judicial jurisdiction.” The 
Revenue Act of 1951 clarifies this contro- 
versy to the end that a gift to a trust does 
not disqualify a trust as a partner. 


It is the event causing the damage, not 
the damage, that must be sudden and un- 
expected in the establishment of a casualty 
tax loss, provided there is a cause-and-effect 
relationship between the two factors. In Bur- 
kett, CCH Dec. 18,581(M), 10 TCM 948, a 
1944 hurricane caused a 1946 casualty loss. 


In a tax-free reorganization, the steps therein 
must be interdependent if continuity of interest 
and business purpose is to be established. A 
departure from the original plan prevents the 
steps from being considered integrated. In 
the ACF-Brill Motors Company case™ it was 
held that the original purchases of stock 
constituted an independent act and the original 
plan to acquire three companies was aban- 
doned. Consequently, the reorganization was 
taxable. 


A taxpayer is entitled to deduct traveling 
expenses while in pursuit of business away 
from home. The question is, Is his resi- 
dence or his principal place of business his 











home? Where a man conducts two busi- 
nesses, the answer to this question may be 
significant. In the Treanor case™ the taxpay- 
er’s principal place of business was treated as 
his home, though it was not his residence. 
In the Sherman case, the Tax Court decided 
on the contrary theory.” 


Damages received in a lawsuit are fully tax- 
able, to the extent that they represent loss of 
profits, and constitute tax-free return of capi- 
tal, to the extent that they are recoveries for 
loss of good will. It is important in your 
pleadings or in your settlement agreement 
to reflect the tax result you seek.” 


Contingent liabilities must not be confused 
with fixed liabilities. Accrual-basis taxpayers 
do not accrue the former liabilities until the 
contingency, such as the complete perform- 
ance of a contract, actually occurs. Fixed 
liabilities are accrued currently, even though 
there is a probability that they will never 
be paid.” 


Accrued but unpaid ‘salaries to family mem- 
bers on a cash basis must be paid by the fif- 
teenth day of the third month following the 
close of the taxpayer’s year. If the payments 
are made subsequently, the taxpayer loses 
the deduction permanently.* To safeguard 
against losing the deduction, payment might 
be made in demand notes within the pre- 
scribed period if they can be readily redeemed 
at face value.* 


Preliquidation dividends in kind are fully 
taxable to stockholders at fair market value. 
The Treasury tried to add the appreciation in 
value of apples to corporate income and to 
collect it from the stockholders after liqui- 
dation. The district court in the case of 
Lynch v. U. S.™ found to the contrary. The 
Treasury contended that the profit was tax- 
able to the corporation on the theory of 
anticipatory income prior to liquidation or 
of the sale being actually consummated by 
the corporation. 

In the allocation of the selling price among 
various assets involved in a transaction, it is 
important that the distribution be reason- 
able in arriving at bargain capital gains and 
fully taxable income.” 








%C. C. Cooke, CCH Dec. 18,556(M), 10 TCM 
881. 

% William L. Butler, CCH Dec. 18,582, 17 TC 
—, No. 75. 

*% Robert Lehman, CCH Dec. 18,576, 17 TC —, 
No. 72. 

*In the affirmative, Adams v. Allen, 51-1 ustc 
19300 (DC Ga.); in the negative, Hanson v. 
Birmingham, 50-2 ustc { 9417, 92 F. Supp. 33 
(DC Ia.). 

% ACF-Brill Motors Company v. Commissioner, 
51-1 ustc J 66,014 (CA-3), aff’'g CCH Dec. 17,499, 
14 TC 263 (1950). 
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2° CCH Dec. 18,242(M), 10 TCM 336. 

30 CCH Dec. 18,119, 16 TC 332. 

31 Kucera, CCH Dec. 18,229(M), 10 TCM 303. 

32 Keebey’s, Inc. v. Paschal, 51-1 ustc {| 9235, 
188 F. (2d) 113 (CA-8), aff’'g 50-2 ustc { 9365 
(DC Ark., 1950). 

33 Cutler, CCH Dec. 18,203(M), 10 TCM 268. 

3% Musselman Hub-Brake Company v. Commis- 
sioner, 43-2 ustc { 9666, 139 F. (2d) 65 (CCA-6); 
Heatbath Corporation, CCH Dec.. 17,510, 14 TC 
332 (1950). 

35 51-1 ustc 7 9175 (DC Wash., 1950). 

36 Miller, CCH Dec. 18,187(M), 10 TCM 210. 
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A husband may deduct a loss incurred in a 
sale of property to his wife’s relative, even 
though the spouses file a joint return.” Filing 
such a return enables a husband to claim an 
exemption for a dependent for whom he 
furnished chief support, though the depend- 
ent is related only to his wife.* 


Should a taxpayer be required to return part 
of his income, such repayment constitutes a 
loss deduction in the year of repayment. How- 
ever, should such refund be made in the 
prior year of payment, the net result is 
taxable.” 


The cost of insurance to indemnify agatnst 
death of a key man and to finance stock retire- 
ment is held to be a legitimate corporate ex- 
pense. This decision goes a long way toward 
solving the problems relative to the use of 
insurance to fund stock-purchase agreements. 
It is particularly clear that corporate payment 
of such insurance premiums does not render 
such corporations vulnerable to Code Sec- 
tion 102.” 

When an artistic creation or invention is 
completed prior to the taxable year, the 
lump-sum payment for the creation or inven- 
tion may be spread over the immediately pre- 
vious 36 months." The question that arises is, 
Does the maximum 36-month period terminate 
with the finishing of the project or with 
the close of the taxable year in which the 
bulk payment was made? The United States 
Court of Claims says the terminal date is the 
date when the project was finished,” and the 
Court of Appeals for the Tenth Circuit says 
it is the close of the fiscal period.“ The United 
States Supreme Court will have to decide this 
controversial issue. Lump-sum compensa- 
tion for personal services is not confronted 
with the same ambiguity. Code Section 
107 (a) is more exact in its language. Such 
compensation is spread over the period when 
the work was actually performed. 


The general rule is that embezzlement losses 
are deductible in the year sustained. However, 
the Circuit Court of Appeals for the First 


Circuit allowed it in the year of discovery. 
A district court recently denied the taxpayer 
any deduction because it was a deduction 
in a closed year and not a bad-debt deduc- 
tion in the year of discovery.” 


If a partnership loses money, its recognition 
may increase taxes, because the split net oper- 
ating loss carry-backs may not be able to 
be absorbed by the respective partners.” 


Employees’ Trusts 


An employees’ trust funded by a single con- 
tribution is tax exempt under Code Section 
165 (a) where it is permanent and irrevoca- 
ble, though it was done in a year of high 
taxation.” 

An employee's distributive share of a termi- 
nated pension trust yields ordinary income. It 
constitutes capital gain only on severance from 
employment.* 


Conditional payments to employee trusts un- 
der Code Sections 165 (a) and 23 (p) are 
proper deductions, though they are subject 
to recovery when they are contrary to wage- 
stabilization requirements.” 


Depreciation 


The period over which depreciation may be 
taken by an old life tenant on a building she 
had erected is the useful life of the building 
and not over the period of her much shorter 
life expectancy.” Why is not a life tenancy 
comparable to a leasehold where the life 
expectancy for depreciation is the shorter 
of the life of the tenancy or the building? 


Accelerated depreciation deductions can be 
sustained if increased usage and the re- 
duced useful life resulting therefrom can be 
established.” 


The estate of a deceased landlord is denied 
depreciation on a lessee’s improvement when 
the building is the property of the tenant 
and is income-producing only as to the latter.” 





"3 H. J. Henry De Boer, CCH Dec. 18,184, 16 
TC 662. 
% Regs. 111, Sec. 29.25-3. 


%U. S. v. Lewis, 51-1 ustc % 9211, 340 U. S. 
590, rev’g 50-2 ustc { 9373, 91 F. Supp. 1017 
«ct. Cis.}. 

 Emeloid Company, Inc. v. Commissioner, 


51-1 ustc { 66,013, 189 F. (2d) 230 (CA-3), rev’g 
CCH Dee. 17,713, 14 TC 1295 (1950). 

** Code Sec. 107 (b). 

“ Williams v. U. 8., 49-1 ustc 9303, 114 Ct. 
Cls. 1. 

*%U. 8. v. Robertson, 51-2 ustc § 9401, 190 F. 
(2d) 680. 

** Boston Consolidated Gas Company v. Com- 
missioner, 42-2 ustc f 9506, 128 F. (2d) 473. 


4 Alison v. U. S., 51-1 ustc 7 9353, 97 F. Supp. 
959 (DC Pa.). 

* Maletis v. U. S., 51-1 ustc § 9332, 97 F. Supp. 
562 (DC Ore.). 

47 Lincoln Electric Company Employees’ Profit- 
Sharing Trust v. Commissioner, 51-2 ustc { 9371, 
190 F. (2d) 326, rev’g CCH Dec. 17,593, 14 TC 
598 (1950). 

* Edward Joseph Glinske, CCH Dec. 18,551, 17 
TC —, No. 60. 

4 PS 68, July 3, 1951. 

%” Penn, CCH Dec. 18,406, 16 TC 1497. 

"1 Harman Coal Corporation, CCH Dec. 18,236, 
16 TC 787. 

* First National Bank of Kansas City, Trustee 
v. Nee, 51-1 ustc { 9343, 190 F. (2d) 61 (CA-8), 
aff'g 50-2 ustc § 9466, 92 F. Supp. 328 (DC Mo.). 
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Capital Gains 


When a buyer defaults on a real estate con- 
tract and loses his down payment, he sus- 
tains a short-term capital loss even when 
there is no formal release of liability.™ 

A sale of land with a growing crop at a 
profit has been treated by the courts in its 
entirety as a capital gain under Code Sec- 
tion 117 (j) or as ordinary income to the 
extent of the crop. The district courts in 
Florida™ and in California® hold that the 
sale of the entity constitutes a capital trans- 
action. The Tax Court, on the other hand, 
maintains that the transaction is allocable 
between the proceeds for the land as capital 
gain and for the crop as ordinary income.” 
The Revenue Act of 1951 solves the contro- 
versy by overruling the Tax Court view but 
by disallowing the operational expenses. 

The payment received by a landlord for the 
cancellation of a lease is a capital gain™ when 
it is in the nature of a sale and not a sub- 
stitute for rent reserved in the lease. It 
would be safer to sell the remainder of the 
lease to a third party. 

The sale by a financial institution of real 
estate is now a Code Section 117 (7) gain or 
loss if the property has been held for more 
than six months.” This ruling is predicated 
on the theory that such property is used in 
the bank’s trade or business, even though it 
may be contrary to state law. 

The purchase and sale by a corporation of 
its own stock as it would other stock results 
in capital gains. Does this principle follow 
when a corporation acquires the stock of a 
retiring or deceased employee and sells it 
at book value to other stockholders or em- 
ployees for the purpose of keeping the stock 
in the hands of a special group? The Tax 
Court rules that the transaction is taxfree, 
but it was reversed in the Second,” Third” 
and Seventh ™ Circuit Courts of Appeals. 

The involuntary conversion resulting from 
theft, fire or condemnation renders insurance 





% Bihlmaier, CCH Dec. 18,559, 17 TC —, 
No. 66. 

4% Irrgang v. Fahs, 50-2 uste { 9519, 94 F. Supp. 
206 


5% Cole v. Smyth, 51-1 ustc { 9301, 96 F. Supp. 
745. 

% Watson, CCH Dec. 17,976, 15 TC 800 (1950); 
McCoy, CCH Dec. 17,978, 15 TC 828 (1950); 
Owen, CCH Dec. 18,013(M), 9 TCM 1112 (1950); 
Miller, cited at footnote 36. 

7 Golonsky, CCH Dec. 18,388, 16 TC 1450. 

8G. C. M. 26690, 1951-1 CB 28. 

5° Commissioner v. Batten, Barton, Durstine 
€ Osborn, Inc., 49-1 ustc { 9117, 171 F. (2d) 474 
(1948). 

© Commissioner v. Porter & Company, Inc., 
51-1 ustc J 9240, 187 F. (2d) 939. 
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proceeds taxfree if they are used to acquire 
similar property.” However, if the taxpayer 
uses other funds in anticipation of the award, 
the involuntary conversion effects taxable in- 
come to the extent that the latter exceeds the 
taxable value of the asset.™ 


Capital gain treatment ts accorded the profit 
on the sale of a partnership interest, provided 
the new partnership continues.* However, 
where the partnership is in liquidation, the 
proceeds are fully taxable,” and the aban- 
donment of a partnership interest results 
in a full loss of the purchase price of such 
interest.® 


If a donee or a devisee rents or uses real 
property in hts trade or business, it will con- 
stitute a Section 117(j) asset. Therefore, if 
Code Section 117(j) will apply to sale of the 
asset, his tax interests are well served whether 
the property appreciates or depreciates in value. 
Appreciations result in capital gains, and depre- 
ciations yield full deductions. If he offered it 
for rent or for sale and sold it without hav- 
ing rented it, it is considered as such an 
asset.” If he does not occupy it but sells 
it, it is a capital asset and a capital gain or 
loss results from its sale.™ 


When a transaction results in capital gain 
or loss, later transactions growing out of it 
may give rise to ordinary gains or losses if 
they are not linked together.” The Tax Court 
in its majority opinion holds that a loss arising 
out of a fulfillment of a guarantee constitutes 
a capital loss since the guarantee is linked 
with an earlier security sale. On the other 
hand, if the liquidated corporation owes un- 
disclosed taxes, the exstockholders are liable 
as transferees. Such post-liquidation corpo- 
rate tax payments are fully deductible and 
are not additional capital gains or losses.” 


Taxes and Public Policy 


Wages paid in violation of the Emergency 
Price Control Act constitute unreasonable com- 





61 Commissioner v. Rollins Burdick Hunter 
Company, 49-1 ustc J 9278, 174 F. (2d) 698. 

® Code Sec. 112 (f). 

8% Ovider. Realty Company, CCH Dec. 18,303(M), 
10 TCM 433. 

6 Max Swiren v. 


Commissioner, 50-2 ustc 
1 9384, 183 F. (2d) 656 (CA-7). 
* Paul W. Trousdale, CCH Dec. 18,280, 16 


TC 1056. 

% Gaius G. Gannon, CCH Dec. 18,304, 16 TC 
1134. 

8? Crawford, CCH Dec. 18,188, 16 TC 676. 

®8 Assmann Estate, CCH Dec. 18,175. 16 TC 632. 

6) Duveen Brothers, Inc., CCH Dee. 18,451, 
17 TC —, No. 15. 

 Switlik, CCH Dec. 17,110, 13 TC 121 (1949), 
aff'd 50-2 ustc { 9446, 184 F. (2d) 299 (CA-3); 


Milliken, CCH Dec. 17,824, 15 TC 243 (1950). 
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pensation and are not, therefore, deductible 
from gross profits or as part of the cost 
of goods sold.” 


Wage stabilization causes the deferment of 
the accrual of additional compensation until 
legal, provided the aggregate amount is rea- 
sonable.” 


Black market prices that enter into the cost 
of goods sold are fully deductible in arriving 
at gross income despite the illegality of the 
acquisition of the goods and the prohibition of 
I. T. 3724.*% On the other hand, a deduction 
is denied for payment to the OPA for over- 
charging where the practice is intentional 
and not innocent.” 


Fees paid to obtain government contracts are 
deductible as business expenses and are not 
nondeductible payments for political influence.” 


Tax Procedure 


Additional state taxes are accrued in the year 
when the liability arises. Hence, a federal 
tax deficiency should be reduced by the cor- 
responding state tax liability. Of course, if 
either one is contested, the accrual is post- 
poned to the year of final settlement.” 


Taxes and interest thereon cannot be accrued 
when liability therefor ts contested. Just what 
constitutes contestability is doubtful. The Tax 
Court in the recent Gunderson case holds that 
failure to accrue and a denial of liability are 
adequate to postpone the deduction.” 

The Tax Court with four dissents reversed 
the old Board of Tax Appeals rule™ and 
established a new one for statutory periods 
ending on Sunday or a holiday.” It is now 
in accord with the United States Supreme 
Court principle in the Unton National Bank 
case,” the common law and the Federal Rules 
of Civil Procedure to the effect that the day 











following the last is timely if the designated 
last day is a holiday or a Sunday. 


If the advance payments of taxes are in ex- 
cess of liability, the law ts uncertain as to 
whether the taxpayer is entitled to interest on 
the refund. Two district courts favor the 
negative Treasury view™ while the Court of 
Claims in two cases supports the taxpayer's 
contrary thought.” 


Voluntary disclosure of fraud provides im- 
munity from criminal prosecution up to the 
moment of the assignment of a tax return 
for special examination and not up to the 
initiation of the fraud investigation.” This 
decision gives formal recognition to the rule 
of the Bureau of Internal Revenue as pro- 
nounced by J. P. Wenchel, chief of the Bu- 
reau, on May 14, 1947. 

Where a deficiency and interest have been 
assessed, a subsequent carry-back with an 
abatement of the deficiency does not abate 
the interest previously assessed on that de- 
ficiency. This, at least, is the holding of 
the United States Supreme Court in Man- 
ning v. Seeley Tube and Box Company, 50-1 
ustc § 9163, 338 U. S. 561. Now, the United 
States Court of Claims declares, in the Henry 
River Mills case, that the Treasury is not 
entitled to collect interest when no deficiency 
has ever been assessed. 


A corporate request for prompt assessment 
in anticipation of a dissolution requires the 
Treasury to make an audit during the fol- 
lowing 18 months. If the corporation dis- 
solves during this period, the Treasury has 
2% years in which to assess liability for a 
deficiency against corporate transferees.” 

An accrual-basis taxpayer realizes fully tax- 
able income in the year of collection and not 
in the year of purchase of discounted re- 


ceivables.” [The End] 





1 Weather-Seal Manufacturing Company, CCH 
Dec. 18,343, 16 TC 1312. 

7% Woodlawn Park Cemetery Company, CCH 
Dec. 18,281, 16 TC 1067. 

73 Sullenger, CCH Dec. 16,735, 11 TC 1076 
(1949), aff'd (CA-5, 1950); Guminski, CCH Dec. 
18,157(M), 10 TCM 173; Couch, CCH Dec. 
18,164(M), 10 TCM 180; Piper, CCH Dec. 
18,163(M), 10 TCM 179. 

7 National Brass Works, Inc., CCH Dec. 18,278, 
16 TC 1051, distinguishable from Jerry Rossman 
Corporation v. Commissioner, 49-2 ustc { 9333, 
175 F. (2d) 711 (CA-2). 

™% Aetna-Standard Engineering Company, CCH 
Dec. 17,847, 15 TC 284 (1950). 

7% Curran Realty Company, CCH Dec. 17,858, 
15 TC 341 (1950): Heymann Mercantile Com- 
pany, CCH Dec. 16,703(M), 7 TCM 856 (1948). 

77 Gunderson Brothers Engineering Corpora- 
tion, CCH Dec. 18,041, 16 TC 118. 
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*s Sam Satovsky, CCH Dec. 15, 1 BTA 22 
(1924). 

77 Campbell Chain Company, CCH Dec. 18,365, 
16 TC 1402. 

8° Union National Bank v. Lamb, 337 U. S. 38. 

31 Murphy v. U. 8., 48-2 ustc § 10,629, 78 F. 
Supp. 236 (DC Calif.); Manee v. U. S., 51-1 ustc 
{ 10,807 (DC N. Y.). 

8: Hanley v. U. 8., 45-2 ustc § 10,233, 105 Ct. 
Cls. 638; Reading Company v. U. 8., 51-2 ustc 
7 9394, 98 F. Supp. 598. 

83 U. §. v. Arthur Levy, 51-2 ustc { 9388 (DC 
Conn.). 

‘Henry River Mills Company v. U. S., 51-1 
ustc J 9225, 96 F. Supp. 477. 

85 Estate of Arthur T. Marix, CCH Dec. 17,977, 
15 TC 800. ‘ 

%6 Rhodes-Jennings Furniture Company, CCH 
Dec. 17,959(M), 9 TCM 1019 (1950). 
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The Taxed Tax-Free Transfer 


By VICTOR R. WOLDER 


THE AUTHOR DISCUSSES THE 


RECENT STANDARD PAVING 


COMPANY CASE IN WHICH INCOME WAS REPORTED ON A 
COMPLETED CONTRACT METHOD OF DETERMINING INCOME 


THE DECISION of the United States 

Court of Appeals for the Tenth Circuit 
afirming the decision of the United States 
Tax Court in the case of Standard Paving 
Company, et al., 51-2 ustc § 9376, decided 
June 26, 1951, should be the basis of re- 
flection as to whether all tax-free transfers 
are tax-free. The Standard Paving Company 
decision has particular reference to tax- 
payers who handle long-term contracts in 
any field and have been reporting their 
income on a completed contract method 
of determining income as distinguished from 
reporting income on a percentage-of-comple- 
tion basis. 


In the Standard Paving Company case, the 
corporation, on its own behalf and as a 
member of various joint ventures, entered 
into certain long-term construction con- 
tracts. While the contracts were in the 
course of completion and, in fact, in sev- 
eral instances substantially completed, it 
transferred all its assets to its parent cor- 
poration in a tax-free reorganization and 
was thereafter immediately dissolved. The 
parent successor-corporation completed the 
contracts. Both corporations were on the 
accrual basis and reported income from 
such contracts on a completed-contract 
basis. Prior to the reorganization the orig- 
inal corporation had received substantial 
payments from the projects. On its final 
tax return the original corporation reported 
no income from any of the contracts which 
were not fully completed at the time of the 
tax-free liquidation and transfer. 


The parent corporation which completed 
the contracts reported all of the income 
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therefrom upon completion. The Commis- 
sioner of Internal Revenue accepted the 
company’s determination as to the profit 
made under each contract, but then went 
on to compute the percentage of the com- 
pletion of each contract as of the date 
of the reorganization. The Commissioner 
included the percentage of the total profits 
of the original company in the final return 
of the liquidated corporation. The basis for 
the Commissioner’s determination was that 
the completed contract method did not 
clearly reflect the income of the taxpayer 
for the final year and that under Sections 
41 and 42 of the Internal Revenue Code 
the Commissioner had the right to use a 
method which would properly reflect that 
income. 


The taxpayer, on the other hand, con- 
tended that since the taxpayer had no in- 
come as of the date of reorganization, the 
Commissioner’s action would tend to create 
a tax under a set of facts which should 
result in a tax-free reorganization. The 
United States Court of Appeals for the 
Tenth Circuit reviewed Section 41 of the 
Code, which provides that if the method 
of accounting regularly employed by the 
taxpayer does not clearly reflect the income, 
the computation shall be made in accord- 
ance with such method as in the opinion 
of the Commissioner clearly reflects the 
income. The Commissioner is given broad 
discretion under this section, and his se- 
lection of such a method may be challenged 
only upon a clear showing that he has 
abused his discretion. The Court pointed 
out that the method of accounting employed 
by a taxpayer is never conclusive, and a 
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method “should be adopted either by the 
taxpayer or by the Commissioner whereby 
the income is taxed to the person who owns 
it.” The court of appeals said that the 
original corporation had actually earned 
the substantial profits and had actually re- 
ceived large payments of money under the 
contracts prior to the date of reorganiza- 
tion. The taxpayer’s contention would re- 
sult in avoiding the taxation of this income 
to the corporation which earned it and 
which actually received it because of a 
system of accounting pursued by the tax- 
payer. In essence the court said this would 
enable the parent corporation to evade tax 
by dissolving a subsidiary which had re- 
alized income from uncompleted long-term 
contracts. 


In following a prior decision made by 
the United States Court of Appeals for the 
Fifth Circuit in Jud Plumbing & Heating, 
Inc. et al., 46-1 ustc 9177, 153 F. (2d) 681, 
the court stated: 

“It should be apparent that a corpora- 
tion by its transfer of all its assets and 
liabilities cannot absolve itself from liability 
of income taxes due to the United States, 
and that any right to exemption from re- 
porting income received by the taxpayer 
must be found in the Federal Law, rather 
than in the: acts of the taxpayer. A’ cor- 
poration being a special legal identity, its 
net earnings, whether ascertained or not, 
belong to it and the tax from income in 
each taxable year is chargeable-to it .. ., 
and its liability cannot be discharged by 
the simple expedient of dissolution and the 
turning over of all its assets, including cur- 
rent and unreported income, to its sole 
stockholder, even if such corporation re- 
ceives no money for the transfer of such 
income. It is the actuality of the income, 
rather than its disposition, that is important 
in determining the tax consequence.” 


The author is an attorney, New York City 


The decision by the United States Court 
of Appeals for the Tenth Circuit in the 
Standard Paving Company case fundamentally 
makes good sense, but whether it will be 
applied for all purposes and will stand a 
review by the Supreme Court cannot now 
be determined. The views of the Supreme 
Court in recent years have fundamentally 
been to favor the government and find tax 
liability in most instances where income 
might be spelled out not only actually, but 
particularly in equity. 


Suppose, however, instead of having one 
corporation transfer its assets to another 
corporation on a tax-free basis, either under 
a reorganization or a liquidation, we have 
the case of an individual or a partnership 
transferring his or its assets to a corpora- 
tion under a tax-free transfer under Section 
112 (b) (5) of the Internal Revenue Code. 
Assuming, too, that the individual or part- 
nership had been reporting income on a 
long-term completed contract basis and 
among the assets transferred to the corpo- 
ration in a tax-free transfer were several 
uncompleted contracts, would the decision 
of the Standard Paving Company case be 
followed? It is the opinion of the writer 
that there are several important factors 
which must be considered. First is the ex- 
tent to which the contracts were completed. 
Second is how much in actual progress pay- 
ments was made to the taxpayer prior to 
the transfer. The only case really bearing 
on this factual matter is to be found in 
P. A. Birren & Son, Inc. v. Commissioner, 
40-2 ustc J 9826, 116 F. (2d) 718 (CCA-7). 
In this case, one Birren' had been in the 
undertaking business for many years. He 
filed his individual income tax return and 
reported as sales accounts collected, instead 
of the sales or services charged, although 
in the cost of sales reported were included 
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the cost of caskets and other materials and 
payment of services incident to his business. 
In 1933, a corporation was formed, and all 
of the assets of Birren’s business were trans- 
ferred to the corporation in exchange for 98 
per cent of the corporation’s capital stock. 
The books of the corporation were kept 
on an accrual basis and there was no change 
in keeping the books from that previously 
employed by Birren as an individual. 


In the taxable year involved, the corpo- 
ration included as income the actual sales 
collected but did not include in income 
monies collected on the accounts receivable 
taken over from the individual at the time 
of the corporation. The Commissioner in- 
cluded in income of the corporation the 
transferred accounts receivable collected. 
The corporation contended, however, that 
the collections made during the taxable 
year should not be included in its income, 
for the reason that all sales made by the 
transferor were includible in his income and, 
therefore, the transferred accounts have “a 
basis of 100% of the amount thereof for 
the purpose of computing income upon any 
future collections thereof.” The circuit court 


of appeals in that case agreed with the 


Commissioner and against the corporate 
taxpayer, saying: 


“By reason of the tax free transfer of the 
receivables by the individual to the corpo- 
ration and the non-recognition of any gain 
to the individual, the transferred account 
had, in the hands of the corporation, the 
same basis as in the hands of the individual. 
Hence, ‘the transferee steps into the shoes 
of the transferor as far as the tax basis for 
the property is concerned’.” 


Since the individual had already deducted 
for tax purposes all his expenses with refer- 
ence to such accounts receivable, the trans- 
feror’s basis for such receivables was “zero.” 
The corporate taxpayer stepped into the 
shoes of the individual and, since the cor- 
porate taxpayer’s basis was also zero, col- 
lected accounts constitute income to the 
extent of 100 per cent thereof. 


It is difficult to resolve the differences 
which existed between the Standard Paving 
Company case and the Birren case. Perhaps 
the fundamental difference between the two 
cases is that the transferor in the Standard 
Paving Company case was in receipt of actual 
substantial progress payments and, to that 
extent, had been paid. On the other hand, 
in the Birren case the transferor had not 
been in receipt of any payments and hence 
could not be said to have actually realized 
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or received any profits which may have 
accrued. This difference can be recognized 
as a substantial one, and must be the con- 
trolling factor. 


Perhaps the real philosophy to be ap- 
plied to these cases is to be found in the 
earlier decision of Portland Oil Company v. 
Commissioner, 40-1 ustc 9234, 109 F. (2d) 
479. In the Portland Oil Company case, the 
transferor had made a profit on a contract 
that permitted the installment basis of re- 
porting. In reference to Sections 112 (b) 
(5) and 113 (a) (8), the court said: 


“The shoe is often on the other foot. 
Thus Section 112 (b) (5) and Section 113 
(a) (8) are complimentary; if a gain or 
loss is not recognized in a transfer under 
Section 112 (b) (5), the basis of the property 
to the transferee, by force of Section 133 
(a) (8) becomes the same as it would be 
in the hands of the transferor. . . . It is the 
purpose of Section 112 (b) (5) to save the 
taxpayer from an immediate recognition of 
a gain, or to intermit the claim of a loss, 
in certain cases where gain or loss may 
have occurred in a constitutional sense, but 
where in a popular and economic sense 
there has been a mere change in the form 
of ownership and the taxpayer has not 
really ‘cashed in’ on the theoretical gain 
or closed out a losing venture.” 


Another case dealing with this subject is 
that of Orange Securities Corporation, CCH 
Dec. 12,059, 45 BTA 24, aff’d 42-2 ustc J 9735, 
131 F. (2d) 662. In that case, one Giles 
in 1913 owned land which then had a value 
or cost basis of $5,700. In 1926, Giles sold 
the land to one Beeman for $98,700 and 
received notes therefor secured by a mort- 
gage. Giles reported no gain in 1926. In 
1930, Giles formed a corporation and trans- 
ferred the notes and the mortgage to the 
corporation for more than 80 per cent of 
the corporate stock. “This transaction con- 
stituted a tax free exchange under Section 
112 (b) (5) of the Revenue Act of 1926 
and was so regarded by Giles and the Com- 
missioner.” The Board said: 


“... there remains the question of whether 
the present taxpayer is compelled to adhere 
in 1937 to a basis determined by its trans- 
feror’s act in 1926. We think that it must 
be bound here as Giles would be bound. 
The petitioner received conveyance of the 
notes in a tax free transaction within section 
112 (b) (5) of the Revenue Act of 1928. 
Its basis became that of its transferor’s. 
See 113 (a) (8). That basis we have found 
to be the basis of the land to Giles. The 
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petitioner literally ‘stepped into the shoes’ 
of its transferor and must assume all the 
consequences which attach. Portland Oil 
Co. v. Commissioner, 109 Fed. (2d) 479; 
Birren & Son, Inc. v. Commissioner, 116 Fed. 
(2d) 718. The first case cited, indeed, is 
very similar to the present case. ... It ruled, 
further, that this applied as well to the 
transferee-taxpayer: 


“*Tf Section 113 (a) (7) or 113 (a) (8) 
requires the petitioner to take over the 
contract on the basis as it would be in 
the hands of the transferor, . . . then peti- 
tioner is in no better position than ‘ 
[transferor] to assert that the sale to the 
Continental Oil Company took place in 
1929. . . . The conclusion follows, rather, 
from the statutory requirement of Section 
113 that in certain cases where the trans- 
feror retained control, as defined, of the 
corporation acquiring the property, the 
transferee steps into the shoes of the trans- 
feror so far as the tax basis for the property 
is concerned’.” 


It is hard to rationalize how a profit in 
a constitutional sense may be determined 
as existing under a contract which has not 
been completed at the time it is transferred 
and on which it cannot be determined at the 
time of the transfer whether there will be 
any profit or not. The rationale of the 
Standard Paving Company is based upon the 
taxation of income to the one who earns it. 
This is a rule easy to apply for those factual 
situations where the profits are readily de- 
terminable. Whether the same rule will 
apply to those uncompleted contracts where 


the profits are not readily determinable at 
the time of transfer is something that time 
alone and the courts will have to decide. 


Of course, in practical operation the rule 
works both ways and it can be to the tax- 
payer’s benefit as well as to the Commis- 
sioner’s, depending upon the particular fact 
involved. Thus, in one experience of the 
writer, a construction company which was 
a partnership transferred over 100 uncom- 
pleted construction contracts to a corporation. 
None of the profits from the uncom- 
pleted contracts was included in the part- 
nership income. The corporation reported 
all the income for each contract as it was 
completed. Upon examination by the in- 
ternal revenue agent who made an audit 
several years later, the agent included in 
the partnership’s final return that percent- 
age of profit ultimately made under each 
contract as the percentage of cost up to 
the date of transfer bore to total cost—this, 
notwithstanding the partnership had always 
been on a completely contract basis. 


When the case was closed, however, and 
the partners paid a tax deficiency based 
upon the allocated profits, it in effect re- 
sulted in a substantial refund for the reason 
that the individual partners were in a lower 
tax spot than the corporation which, for 
that year, was in the top World War IT 
excess profit tax brackets. The corpcra- 


tion, which had previously included 100 per 
cent of the profits in its income, now in- 
cluded as part of its cost the amount of 
the profits which had been taxed to the 
[The End] 


partners. 





DON'T PAY THE COMMUNISTS 


Regarding the Treasury investigation of 
demands made from Communist China on 
Chinese in this country having relatives in 
China, Acting Secretary of the Treasury 
Foley says: 

“With the help of the American-Chinese 
groups, the. Department has emphasized 
that the [Foreign Assets Control] Regula- 
tions prohibit all such remittances, not only 
directly to Communist China but also 
through Hong Kong or other places from 
which transfers would ultimately be made 
to persons to Communist China... . 


“Tf the extortion racket is permitted to 
flourish, it will not only victimize American- 
Chinese, but in addition it will be a sub- 
stantial source of dollar exchange to the 
Chinese communists. ... 


“It is not the intention of the Treasury 
Department to recommend prosecution of 


any persons because of remittances made 
in the past in response to extortion de- 
mands. It is presently considered, how- 
ever, that adequate dissemination through 
all available channels has been given to in- 
formation concerning the prohibitions against 
such remittances contained in the Regula- 
tions, the reasons for these prohibitions, 
and the necessity for full cooperation in 
combating the extortion racket. The 
Treasury Department, accordingly, is pre- 
pared to recommend the application of the 
prescribed penalties of law against persons 
who remit funds hereafter contrary to the 
Regulations. 


“The Trading with the Enemy Act, under 
which the Regulations were issued, provides 
a maximum penalty of a $10,000 fine and ten 
years in prison for each illegal remittance.” 
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Tax Accounting 





for Long-Term Contracts 


By JAMES G. CONDON and GEORGE M. HORN 


THESE TWO ILLINOIS CERTIFIED PUBLIC ACCOUNTANTS 
PRESENT A VALUABLE COLLATION OF LEGAL RULES RE- 
GARDING LONG-TERM CONTRACT TAX ACCOUNTING... 


6 mee Internal Revenue Code recognizes 
that no uniform method of accounting 
can be prescribed for all taxpayers. The 
law permits each taxpayer to select a method 
of accounting which in his judgment is best 
suited to his business, provided such method 
clearly reflects his “true income.”* What 
constitutes “true income” depends not only 
on the method of accounting but also on the: 
many so-called special tax-accounting rules 
which must be considered. These methods 
and rules principally concern themselves 
with the twin questions of when income is 
taxable and when deductions for expenses 
and losses are allowable. 


In addition to the basic cash and accrual 
methods of tax accounting, the Regulations 
permit special treatment for income from 
long-term contracts. The Regulations pro- 
vide that the gain or loss on such contracts 
may be reported for tax purposes in the 
year of completion of the job or on the 
basis of percentage of completion. Under 
this latter method the amount receivable 
under the contract which is allocable to the 
portion of the contract completed during 
the year is taken into gross income, and 
applicable costs and expenses incurred dur- 
ing the year are allowed as deductions. 
Thére is no requirement that the taxpayer 
must use either method to return income 
from long-term contracts, and the Regula- 
tions merely permit him to use such a 
method if he so desires. This treatment, 
however, is restricted to building, installa- 
tion or construction contracts covering a 
period in excess of one year from the date 
of execution of the contract to the date on 
which the contract is finally completed and 


1 Regs. 111, Sec. 29.41-3. 


accepted.” The requirement that such con- 
tracts must extend over a period of one year 
cannot be satisfied by means of maintenance 
agreements or guarantees taking effect after 
the work is finished.* The use of either 
method of accounting for long-term con- 
tracts will not affect the tax accounting for 
other operations of the business which must 
be reported on the basic cash or accrual 
method adopted by the taxpayer. 


The purpose of the Regulations in per- 
mitting these special methods of accounting 
for long-term contracts is to alleviate the 
complexities and hardships which might 
result in the case of building and construc- 
tion contracts extending over a period of 
years. Under the completed-contract method 
a taxpayer can defer the payment of tax 
on the profits from a long-term contract 
until the year of completion. While such 
a deferment of tax may have its advantages 
from the standpoint of business-working- 
capital requirements, such a method may re- 
sult in additional tax costs, because all the 
income from a contract taking several years 
to complete will be subject to tax in the 
year of completion. Also, the deferment of 
income in periods of rising tax rates will 
not be conducive to tax savings in the usual 
situation. In view of the rising tax rates in 
recent years, many taxpayers recognizing 
this problem have shifted from the com- 
pleted-contract to the percentage-of-comple- 
tion method in their tax accounting for 
long-term contracts. This method permits 
the reporting of a portion of the income 
from the contract each year and tends to 
level out taxable income over the periods 
of business operations. 


3 Harrison v. Heiner, 1 ustc { 332, 28 F. (2d) 


2 Regs. 111, Sec. 29.42-4. 
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985 (DC Pa., 1928); Vang v. Lewellyn, 1 ustc 
7 430, 35 F. (2d) 283 (CCA-3, 1929). 
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Chicago. 


The Regulations prescribing the use of 
the completed-contract and percentage-of- 
completion methods are brief and concise. 
They leave the contractor a considerable 
area of choice in the application of these 
methods. This latitude has resulted in some 
litigation as to the application of these 
special rules in particular situations. These 
cases generally are confined to two cate- 
gories involving the question of (1) the 
time for reporting gross income and (2) the 
method of computing net income from long- 
term contracts. 











































$ The Regulations prescribe that gross in- 


come under the completed-contract method 
must be reported in the year the contract 
is finally completed and accepted. The de- 
termination of the date of completion and 
acceptance thus is the all-important key 
to the question of when the income under 
the contract must be returned for tax pur- 
poses. This date may not be unduly post- 
poned because of minor adjustments for 
slight defects after the work is completed. 
Generally, it is recognized that substantial 
completion is all that is required for the 
recognition of gain or loss on this basis of 
accounting.* Frequently the question of 
whether there is one or several contracts 
must be considered in connection with the 
determination of the date of completion. 
While the facts in each case must be .con- 
sidered, in a situation involving eight con- 
tracts for the construction of two buildings 
for a single owner it was held that the work 
was a single job and not completed until 
the several contracts had been discharged’ 

Even though the Regulations specify that 
gross income from long-term contracts under 
this method is taxable in the year of com- 


































4 Ehret-Day Company, CCH Dec. 13,250, 2 TC 
© (1943) (acq.). 

5 Helvering v. National Contracting Company, 
934 CCH Standard Federal Tax Reports, { 9111, 
9 F. (2d) 252 (CCA-8). 























Mr. Horn (left) and Mr. Con- 
don (right) were formerly 
with the Office of the Internal 
Revenue Agent in Charge, in 





pletion, special tax-accounting rules have been 
developed in certain areas which modify this 
clearly stated principle. It has been held that 
the completed-contract method is not proper 
for use in the case of corporations in the 
year of liquidation or the year of a tax-free 
reorganization.® From the standpoint of the 
fundamental rule of taxation that income is 
taxable to the one that earns it, this method 
will not clearly reflect income in the final 
period of corporate existence where incom- 
plete contracts are involved. In these situa- 
tions the courts have approved the action 
of the Commissioner in reallocating income 
from the contracts between the corporation 
and its successor in proportion to the work 
done by the respective parties. The com- 
pleted-contract method was considered im- 
proper in a ruling by the Commissioner in 
the case of a taxpayer reporting income 
under this method with respect to a fixed- 
fee contract with the United States. Under 
this contract frequent payments in reim- 
bursement of costs of construction to a 
particular point were to be made, plus an 
amount computed on such costs on account 
of the fixed fee. This ruling held that in 
order to “clearly reflect the net income,” 
the income from such contracts must be 
reported in the year in which the right to 
payment was fixed and the income earned.” 


Treasury's Inconsistent Position 


The Treasury Department has frequently 
taken a position contrary to its own regula- 
tions with respect to the reporting of income 
on the percentage-of-completion basis. In 
most of these cases the government’s posi- 
tion has been that the method employed 





6 Jud Plumbing and Heating, Inc., CCH Dec. 
14,573, 5 TC 127 (1945), aff’d 46-1 ustc { 9177, 
153 F. (2d) 681 (CCA-5); Standard Paving Com- 
pany, CCH Dec. 17,204, 13 TC 425 (1950), aff'd 
51-2 ustc f 9376, 190 F. (2d) 330 (CA-10). 

TI. T. 3459, 1941-1 CB 236. 
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did not clearly reflect income rather than 
that the time of reporting income was erro- 

neous. Where the taxpayers have been able 

to show that billings under the percentage- 

of-completion method have been based either 

on the terms of the contract or in accord- 

ance with engineers’ determinations of the 

percentage of work completed, the Commis- 

sioner has not been sustained in this conten- 

tion.* In this regard it should be noted that 

the Regulations require contractors using 

this method to submit certificates of archi- 

tects or engineers with their returns which 

show the percentage-of-completion during 

the year of the entire work to be performed 
under the contract.’ 


Under prior Regulations, taxpayers using 
the percentage-of-completion method for 
reporting income from long-term contracts 
were permitted to amend prior years’ re- 
turns if, on completion of the contract, it 
was discovered that the portion of the in- 
come returned in prior years was incorrect. 
Although this provision of the Regulations 
was not included in the present Regulations 
111, no official denial of such a right has 
been made by the Commissioner, and pre- 


sumably such a right exists to the extent - 


permitted under the statute of limitations. 


The procedure for the determination of 
net income under the completed-contract 
method is simply stated in the Regulations. 
They provide that net income be computed 
by deducting from gross income all ex- 
penditures during the life of the contract 
which are properly allocable thereto, after 
proper adjustments for materials and sup- 
plies charged to the contract and still on 
hand at the time of completion.” The gross 
income under this method is reported in 
the year the work is completed and in the 
vear that the right to the contract price 
becomes fixed. The right to receive and 
not the actual receipt governs the inclusion 
of income.“ When a portion of the contract 
price is contested, there is no right to 
receive income which would permit accrual 
on the completed-contract basis of account- 
ing.” In accordance with this principle, pay- 
ments on account received in a year prior 
to completion of the contract are not taxable 
as income for such year.” Frequently a 


8’W. F. Trimble & Sons Company, CCH Dec.. 
12,937, 1 TC 482 (1943) (acq.); Hegeman-Harris 
Company, Inc. v. U. S., 38-2 ustc { 9335, 23 
F. Supp. 450 (Ct. Cls.). 

® Regs. 111, Sec. 29.42-4(a). 

10 Regs. 111, Sec. 29.42-4(b). 

Cameron, Joyce & Company v. U. S., 38-1 
ustc § 9168 (DC Ia.), app. dism’d 97 F. (2d) 1016 
(CCA-8); O. D. 1147, 5 CB 87. 
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percentage of the contract price is withheld 
to guarantee satisfactory performance. Such 
amounts, unless contested, constitute income 
in the year the contract is completed. 


Ordinarily there is no difficulty in deter- 
mining the prime costs applicable to a long- 
term contract. This unfortunately is generally 
not the case with respect to items of 
administrative expense, which require the 
use of rules of apportionment. The Com- 
missioner has ruled that salaries of officers 
and employees whose services are not defi- 
nitely connected with completion of any 
specific contracts are deductible in the year 
when paid or accrued.* This ruling, how- 
ever, also points out that depreciation on 
items of equipment used exclusively on a 
certain contract and salaries of employees 
apportioned according to the time devoted 
to the contract may be considered as a part 
of the costs and deducted in the year the 
contract is completed. Social security taxes 
applicable to a long-term contract are con- 
sidered as a part of the cost of the work 
and must be deferred and claimed as a 
deduction in the year of completion.” In 
one case in which the Commissioner has 
indicated nonacquiescence, it was held that 
state franchise and federal capital stock 
taxes should be allocated to long-term con- 
tracts and to investment income, which 
represented the only types of business 
activity, on the basis of the net income from 
each. The general line of rulings and 
cases on items of administrative expenses 
as they affect long-term contracts would 
tend to indicate that whenever a reasonable 
allocation of these items is possible, a por- 
tion of such expense may be treated as a 
cost of the contract. Where there is no 
equitable method for apportioning such ex- 
penses between long-term contracts and 
other business activities, it would appear 
that the expense should be claimed as a 
deduction in the year paid or incurred. 


Election Not Binding Forever 


Once a taxpayer has elected to use either 
of the special methods of accounting with 
respect to long-term contracts, he may not 
abandon such method without the permis- 
sion of the Commissioner. A request for 


12 National Contracting Company, CCH Dec. 
10,001, 37 BTA 689 (1938), aff’d 39-2 ustc { 9614, 
105 F. (2d) 488 (CCA-8). 

13 Fort Pitt Bridge Works, CCH Dec. 7254, 
24 BTA 626 (1931), aff’d 37-2 ustc J 9490, 92 F. 
(2d) 825 (CCA-3), cert. den. 303 U. S. 659. 

14 A. R. R. 8367, III-2 CB 57. 

BT, T. 3434, 1940-2 CB 90. 

16 Patrick McGovern, Inc., CCH Dec. 10,837, 
40 BTA 706 (1939), (nonacq.). 
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such permission must be filed within 90 
days after the beginning of the taxable year 
in which the change is to be made.” A 
shift from the completed-contract to the 
percentage-of-completion method is a change 
in accounting method which requires such 
approval. The Regulations point out that 
permission to change methods will not be 
granted unless the taxpayer and the Com- 
missioner agree to the terms and conditions 
under which the change will be effected. 
It should be noted that a change in the 
method of accounting may in some cases be 
accomplished without the Commissioner’s 
approval. The change of a sole proprietor- 
ship into either partnership or corporate 
form creates a new tax entity in the eyes of 
the law. As a new entity, it is then free to 
adopt any method of accounting which will 
clearly reflect income without regard to the 
method previously used by its predecessor. 


The Excess Profits Act of 1950 provides 
relief for taxpayers with income from long- 
term contracts.” This relief is confined to 
corporate taxpayers using the completed- 
contract method and permits them to com- 
pute the income from such contracts upon 
the percentage-of-completion method for 
purposes of the excess profits tax. This 
computation is prescribed by regulations 
and is intended to permit a contractor to 
avoid the pyramiding of income in the year 
of completion and the related excess profits 
tax distortion that might result. The elec- 
tion is binding on the taxpayer for all 
subsequent excess profits tax years and 
requires a retroactive adjustment of years 
prior to the year the election is made.” 


This election is accomplished by a state- 
ment attached to the return and applies 
only for the purpose of the excess profits 
tax. It does not change the method of 
accounting for the purpose of normal tax 
or surtax. An election under this relief 
provision may be made in any return for 
an excess profits tax taxable year ending 
after June 30, 1950. When the election is 
made in other than the first excess profits 
tax year, it is necessary to file amended 
returns to reflect the computation of income 
from long-term contracts on the percentage- 
of-completion method for each taxable year 
prior to the year of election. Such amended 
returns may result in deficiencies or over- 
payments of excess profits tax, and these 
deficiencies or overpayments bear interest. 
The amended returns do not require a 
redetermination of normal tax and surtax, 

17 Regs. 111, Sec. 29.41-2. 


%8 Code Sec. 455 (b). 
19 Regs. 130, Sec. 40.455-3. 








_ somewhat 


the provision being limited solely to excess 
profits tax. The law provides that in addi- 
tion to the normal statutory period, such 
deficiencies or overpayments may be as- 
sessed or claimed as a refund within two 
years after the election is made, except 
where the tax for the year has been settled 


by a compromise agreement under Section 
3761.” 


This relief provision is applicable to 
taxpayers with income from long-term con- 
tracts, the performance of which requires 
more than 12 months.” This definition is 
different from that set forth 
under the regulations defining long-term 
contracts for income tax purposes. Pre- 
sumably the term “performance” would 
cover only the length of time required to 
complete the contract and would not neces- 
sarily include the entire period from the 
date of execution to the date of completion 
of the contract. This provision may provide 
the Commissioner with an opportunity to 
use a yardstick which could limit the bene- 
fits of this section to only those contracts 
which took more than 12 months to perform 
or those on which it was really necessary 
to take more than 12 months to perform. 
There appears to be no reason as to why 
a different definition of long-term contracts 
should be required for excess profits tax 
purposes from that prescribed for income 
tax, nor does it appear that Congress in- 
tended a different treatment for the separate 
taxes. The uncertainty on this point was 
also prevalent in the related section of the 
World War II excess profits tax.” 


The Regulations do not indicate how the 
income is to be converted from the com- 
pleted-contract method to the percentage- 
of-completion method for excess profits tax 
purposes. In the related Income Tax Regu- 
lations, percentage-of-completion is predi- 
cated on architects’ and engineers’ certificates 
at the end of the year. If the computation 
is to be based on such certificates, it would 
seem to place an undue hardship on con- 
tractors having no such data for prior years. 
Considering that an election under this 
section requires a recomputation on the 
percentage-of-completion method for all 
years, including those of the base period, 
it would appear that this requirement might 
provide a serious obstacle to many contractors 
seeking justifiable relief under this sec- 
tion. A more equitable and reasonable ap- 
proach to this computation would perhaps 
be to allow an apportionment of income on 

20 Code Sec. 455 (c). 


21 Code Sec. 455 (b). 
22 Code Sec. 736 (b). 
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the basis of expenditures for this purpose. 
In any event, it is apparent that taxpayers 
seeking relief under this provision will have 
need of adequate records for the years in- 
volved. An irrevocable election made under 
conditions where the facts cannot be proved 
may result in arbitrary adjustments by the 
examining agent to the detriment of the 
taxpayer. 


Percentage Deductions 


This election also requires that deductions 
under Section 23 of the Code which are 
limited to a percentage of net income, such 
as charitable contributions, must be deter- 
mined on the basis of the income computed 
on the percentage-of-completion basis for 
excess profits tax purposes and not on the 
net income for the purpose of normal tax 
and surtax. A requirement that net operating 
losses must be computed on the basis of the 
elected method is also provided. The re- 
serve method of accounting for bad debts 
arising from accounts receivable from long- 
term contracts, however, may be set up for 
excess profits tax purposes if such a reserve 


has been established for income tax purposes. | 


The base-period income of contractors 
using the elective method must be adjusted 
to the percentage-of-completion basis of 
accounting if the excess profits credit is 
based on income.” Also, invested capital, 
base-period capital additions and other capital 
changes must be computed in a manner 
consistent with the election for all years.” 
This latter provision, however, is not appli- 
cable to contracts begun prior to the first 
excess profits taxable year. The Regula- 
tions illustrate this point by an example of 
a taxpayer on the calendar-year basis elect- 
ing to compute income from long-term con- 
tracts on the percentage-of-completion basis. 
Under these conditions they indicate that 





the base-period capital addition would not 
be affected, since all contracts involved 
would have been begun prior to January 1, 
1950, and the completed-contract method 
would apply to such items. The net capital 
addition or reduction for 1950 would, how- 
ever, be affected, since any long-term con- 
tracts begun in 1950 would be accounted 
for on the basis of the percentage-of-com- 
pletion method.” If the taxpayer’s credit 
is based on invested capital under the asset 
method, such an election may require ad- 
justments to equity capital, the recent loss 
adjustment and net capital addition or re- 
duction, as well as to the net new capital 
addition, consistent with the percentage-of- 
completion method of accounting. Also, if 
historical invested capital is involved, such 
an election may require adjustment of accu- 
mulated earnings and profits. 


The election to use this relief provision 
can be made in the tax return for any year 
subject to the tax imposed by the Excess 
Profits Tax Act of 1950. Thus a contractor 
may, if he so desires, wait until the last 
year the tax is in effect to make his election. 
At this time a comprehensive recomputation 
for all years involved will provide the neces- 
sary information as to the advisability of 
seeking possible refunds of tax paid under 
the completed-contract method of reporting 
income. Where the taxpayer is desirous of 
obtaining apparent immediate tax benefits 
under this section, prudence requires con- 
sideration of the effect of such an election 
on future years in order to determine 
whether or not the application of the section 
would be advantageous on an over-all basis. 
In any event, it would appear that since this 
election may not be made until some sub- 
sequent year, it would be advisable to accu- 
mulate data currently to substantiate any 
possible future claims for refund. 


[The End] 





NO TAXES—FINE 


No taxes may be fine. But if you add a 
“d” to the last word of that sentence things 
aren’t so good, according to the citizens 
of Yonkers, New York. 

On November 6 the people went to the 
polls and voted on a proposal to give police 
and other city employees a $500 pay raise. 


During the preceding week relations be- 


tween residents and their officers of the law 
had been very good. 

But when it was announced that the ref- 
erendum was defeated a remarkable change 


23 Code Sec. 433 (b) (8). 
24 Code Sec. 441 (h). 
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occurred. Everybody was saying the cops 
were issuing tickets as fast as they could 
write them. In fact, some patrolmen ran 
out of tickets after tagging every car that 
had parked overtime, parked near a fire 
hydrant, or that had failed to come to a full 
stop at a stop sign. 

Some people might say this development 
proves that lower taxes force an increase 
in governmental efficiency. Yonkers motor- 
ists would probably reply, “Let’s not overdo 
this efficiency business.” 


% Regs. 130, Sec. 40.441-1 (h). 





Redemption of Stock 
to Pay Death Taxes 


SUBSTITUTING “GROSS” FOR ‘‘NET’’ IN SECTION 115 (g) (3) CANCELS THE 


EFFECT OF THE REDUCTION OF 


“50 PER CENT”’ 


TO ‘35 PER CENT” IN 


DETERMINING WHETHER STOCK REDEMPTIONS ARE DIVIDEND PAYMENTS 


7 WO FARMERS were arguing about the 
price of a load of corn. One wanted to 
sell at 50 cents a bushel and the other 
wanted to buy at 25 cents a bushel. It 
was agreed that they should compromise, 


and they did so at a price of 35 cents per 
half bushel. 


The agreement was set forth in a signed 
contract and the parties became bound 
thereby. It seems doubtful that the farmers 
actually meant to arrive at a price of 35 
cents per half bushel, the equivalent of 70 
cents a bushel, and it may be the error was 
made by the person who drafted the contract. 


There is a rough, but striking, parallel 
with the above, fictitious example in the 
Revenue Act of 1951 as a result of the 
changes made by the Conference Committee. 
Code Section 115(g) provides generally that 
amounts distributed by a corporation in 
cancellation or redemption of its stock may, 
under certain circumstances, result in a 
taxable dividend to the stockholder. Prior 
to the Revenue Act of 1951 this was qualified 
by Section 115(g¢)(3) of the Code which 
reads in part: 


“Redemption of Stock to Pay Death 
Taxes.—The provisions of this subsection 
shall not apply to such part of any amount 
so distributed . as is not in excess of 
the estate, inheritance, legacy, and succes- 
sion taxes (including any interest collected 
as a part of such taxes) imposed because 
of such decedent’s death: Provided, That 
the value of the stock in such corporation 
for estate tax purposes comprises more than 
50 per centum of the value of the net estate 
of such decedent.” 


As passed by the House, H. R. 4473 
(which later became the Revenue Act of 
1951) did not amend Section 115(g)(3). 


The Senate Finance Committee Report 
explains its amendment to Section 115(g) (3) 
(subsequently adopted by the Senate), as 
follows: 


“The Revenue Act of 1950 amended Sec- 
tion 115(g) of the code to provide that the 
redemption of stock in a decedent’s estate 
in an amount not in excess of the estate, 
inheritance and succession taxes (including 
interest) on the estate is, in certain cases, 
not to be treated as a taxable dividend. 
Among other requirements, this provision 
is limited at present to cases where the value 
of the stock in the corporation comprises 
more than 50 percent of the value of the net. 
estate of the decedent. 


“Your committee believes that the latter 
limitation imposes a hardship on those 
estates where the stock in a corporation 
forms a substantial part of the value of the 
net estate but falls short of meeting the 
restrictive 50 percent requirement. There- 
fore, section 320 of the bill extends the 
benefits of section 115(g) to cases where 
the stock comprises more than 25 percent 
of the value of the decedent’s net estate. . 


“The revenue loss resulting from this 
section will be negligible.” 


Thus, at the time H. R. 4473 went to the 
Conference Committee, the position of the 
House, with respect to the _ restriction, 
favored 50 per cent of the net estate. The 
position of the Senate favored 25 per cent 
of the net estate. 


The Conference Committee explains its 
action as follows: 


42 January, 1952 e TAX ES — The Tax Magazine 





By 


GORDON D. SIMONS 


. . . Attorney in Kansas and Missouri 
and CPA in Kansas and Minnesota 


“That the House recede from its dis- 
ugreement to the amendment of the Senate 
numbered 54, and agree to the same with 
an amendment as follows: 


“On page 74 of the Senate engrossed 
amendments strike out lines 12 and 13 and 
insert the following: taxes) is hereby amended 
by striking out ‘50 per centum of the value 
of the net estate’ and inserting in lieu thereof 
“35 per centum of the value of the gross 
estate’.; and the Senate agree to the same.” 


Thus, “50 per cent” and “25 per cent” 
were compromised to “35 per cent,” but 
“net estate’ and “net estate’ were “com- 
promised” to “gross estate.” 


This results in a situation somewhat anal- 
ogous to the compromise of the farmers, 
first recited, except that in many cases the 
gross estate bears more than the two to one 
ratio that a bushel bears to a half bushel. 


The legislative history of Section 115(g) (3) 
does not indicate that Congress intended to 
use “gross estate” as a base rather than 
“net estate.” The provision relating to re- 
demption of stock to pay death taxes was 
first introduced in H. R. 8920 (which later 
became the Revenue Act of 1950) and was 
passed by the House with a restriction 
reading “70 per centum of the value of the 
net estate.” The Senate version of the bill 
eliminated this restriction. After conference, 
the Revenue Act of 1950 was passed with 


a restriction of 50 per cent of the value of 


the net estate. 


There are many reasons to support the 
Senate position under H. R. 8920 that there 
should be no restriction, with respect to 
the value of the stock, to either the net or 
the gross estate. A number of these reasons 
are set forth in the Ways and Means Com- 


Redemption of Stock 


mittee Report on H. R. 8920 and more may 
be added. 


It is difficult to conceive of a practical 
example of the abuse of this section if there 
were no restriction. On the other hand, it 
may be demonstrated that when this restric- 
tion is lessened by lowering the per cent 
value of the stock in relation to the net 
estate, hardship cases may be decreased but 
not eliminated. 


For example, a small businessman may 
conduct his business, for proper economic 
and other reasons, through ten or even more 
corporations of approximately equal size 
and value. These might be retail stores 
operating in separate states. His estate is 
entitled to the same protection from forced 
sale as would be the estate of a businessman 
operating under one corporation. Under the 
Revenue Act of 1951 an estate owning stock 
of equal value in three corporations cannot 
qualify for relief under this subsection. It 
might be difficult for an estate owning stock 
of equal value in two corporations to so 
qualify. 


Where a businessman operates with more 
than one corporation, he may nearly always 


‘be classified as a small business operator, 


because today it is almost impossible for 
one or a few individuals to finance even one 
large business. 


The need for the remedial legislation in 
aid of decedents’ estates may be reviewed 
by reference to the Ways and Means Com- 
mittee Report on H. R. 8920, Proposed 
Revenue Act of 1950, which reads in part: 


“It has been brought to the attention of 
your committee that the problem of financ- 
ing the estate tax is acute in the case of 
estates consisting largely of shares in a 
family corporation. The market for such 
shares is usually very limited, and it is 
frequently difficult, if not impossible, to 
dispose of a minority interest. If, therefore, 
the estate tax cannot be financed through 
the sale of the other assets in the estate, the 
executors will be forced to dispose of the 
family business. In many cases the result 
will be the absorption of a family enterprise 
by larger competitors, thus tending to ac- 
centuate the degree of concentration of 
industry in this country. 


“Two potential avenues of relief are avail- 
able under existing law and regulations, 
but neither provides a truly satisfactory 
remedy. Section 822(a) of the Internal 
Revenue Code permits the Commissioner of 
Internal Revenue to extend the time for 
payment of the estate tax in cases of undue 
hardship for a period not in excess of 10 
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years. Since this extension is completely at 
the discretion of the Commissioner, ex- 
ecutors cannot feel secure in relying upon 
it as a means of solving their tax-payment 
problem. Moreover, an interest rate of 4 
percent is imposed when the payment of the 
tax is postponed under section 822(a). The 
earnings of the business which are paid over 
to the estate are, of course, subject to the 
corporate and individual income taxes. It 
is only the net return remaining after these 
taxes reduced by 4 percent that provides 
the margin out of which the tax may be 


accumulated during the period of postpone- . 


ment. Ordinarily this margin will not be 
sufficiently large to solve the problem at 
issue. Furthermore, under this approach 
the Government’s receipt of the tax is 
delayed. 


“The other possible remedy exists because 
of a regulation which sets up an exception to 
the rule that the funds paid out through the 
redemption of the outstanding securities of 
a corporation out of accumulated earnings 
will be taxable as a dividend to the recipient. 
The regulation in question (Regulations 111, 
sec. 29.115-9) states that ‘a cancellation or 
redemption by a corporation of all of the 
stock of a particular shareholder, so that 
the shareholder ceases to be interested in 
the affairs of the corporation, does not effect 
a distribution of a taxable dividend.’ While 
this regulation provides much-needed relief 
in certain cases, it does not constitute a satis- 
factory remedy for the problem at issue 
here, since in order to qualify under the 
regulation the estate must dispose of its 
entire holdings in the family business. In 
most cases this will be tantamount to the 
withdrawal of the family from the business. 


“Your committee is of the opinion that 
remedial action is desirable in order to 
prevent the enforced sale of the family busi- 
nesses which are so vital and desirable an 
element in our system of free private enter- 
prise... .” 


While the committee report refers to “a 
family corporation” and “a family business,” 
the reasoning of the report applies equally 
where more than one corporation is involved. 
The larger the number of economic units 
that are preserved as “vital and desirable 

(elements) in our system of free 
private enterprise” the better. This all fol- 
lows from the Ways and Means Committee 


Report which was concurred in by the 
Senate report on the same bill, but there 
are other compelling reasons why a percent- 
age restriction as to the value of the closely 
held stock should not be imposed. 


The rule tends to discourage businessmen 
from expanding into other fields and open- 
ing new enterprises. The rule, as it relates 
to the gross estate, tends to discourage bor- 
rowing, since it would increase the gross 
estate and possibly disqualify the eventual 
estate for relief. 


Under the rule, relief is elusive. Unex- 
pected inclusions in the estate may disqualify 
it for relief. Some of these unexpected in- 
clusions might be: gifts in contemplation 
of death, life insurance included in the estate 
although most or all the incidents of owner- 
ship had passed, remote reversionary in- 
terests, exercise of powers of appointment, 
pledged assets and differences in valuation. 
It is true that these hazards must be met 
in any estate, but under the percentage rule 
they impose a double hazard on the owner 
of a family business or businesses. 


A narrow rule invites the Commissioner 
or the taxpayer to juggle valuations to 
defeat the purpose of the aet. The valua- 
tions required to fix estate tax liability can 
seldom be determined with absolute ac- 
curacy, rather they are largely a matter of 
judgment. The Commissioner is charged 
with the collection of income tax, as well 
as estate tax, and he may adopt upper or 
lower ranges of value, as may be necessary, 
to protect the government. It has often 
been expedient for the Commissioner to 
adopt inconsistent positions to protect the 
revenues, and in many cases with justification. 


Under this relief section, however, there 
would seem no reason to promote litigation 
by a restriction of this nature. There seems 
no substantial area of abuse, and the loss 
of revenue will be negligible. 


In conclusion, it would seem that a mis- 
take had been made in drafting the com- 
promise in the Conference Committee. 
“Gross estate” may have been inadvertently 
substituted for “net estate.” If so, this 
might be corrected by a joint resolution in 
the next Congress. In addition, it would 
seem desirable that further studies be made 
by Congress to determine the efficacy of the 
elimination of all percentage restrictions. 


[The End] 


“But it ought to be remembered, that when the wisest government has 
exhausted all the proper subjects of taxation it must, in cases of 
urgent necessity, have recourse to improper ones.’’-—Adam Smith. 
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The Privilege Against Self-Incrimination 
and Required Income Tax Records 


\ 


By BERNARD D. MELTZER 


Professor of Law, University of Chicago Law School 


This is an excerpt from ‘Required Records, the McCarran Act, and the Privi- 
lege Against Self-Incrimination,’’ which appeared in the University of Chicago 
Law Review (Volume 18, Number 4). The original article dealt with the debate 
regarding the wisdom of the privilege, the operation of the privilege in various 
kinds of legal proceedings and the withdrawal of the privilege from records 
required by law and from the records of corporations and of certain unincorpo- 


rated associations. 


This excerpt dealing with the questions raised by revenue 


records is presented with the permission of the University of Chicago Press. 


T HE RECORDS of corporations and of 
unincorporated associations are not pro- 
tected by the privilege against self-incrimina- 
tion. The doctrines employed to reach this 
result operate regardless of whether there 
is a legal requirement that such records be 
kept. Accordingly, it is only where the tax- 
payer is an individual or perhaps a small 
unincorporated association that the applica- 
bility of the privilege to taxpayers’ records 
required by law raises a substantial question. 


Required Regulatory Records 


The cases with the sharpest impact on 
this question are not tax cases but cases 
involving government regulation. Probably 
the most important of these cases is Shapiro 
v. U. S.? involving the effect of OPA record- 
keeping requirements on the privileged status 


1For a review of authorities with respect . 


to corporate documents, see Oklahoma Press 
Publishing Company v. Walling, 327 U. S. 186, 
204-209 (1946); Meltzer, ‘‘Required Records, 
the McCarran Act, and the Privilege Against 
Self-Incrimination,’’ 18 The University of 
Chicago Law Review 687, at pp. 701-704; with 
respect to documents of unincorporated as- 
sociations, see U. S. v. White, 322 U. S. 694 
(1944); Meltzer, article cited above, at pp. 


Privilege Against Self-Incrimination 


of required records. Shapiro, a_ licensee 
under OPA food regulations, had been sus- 
pected of having made tie-in sales in viola- 
tion of those regulations. He was served 
with a subpoena directing him to produce 
certain records which OPA regulations re- 
quired him to keep. At Shapiro’s appearance 
with those records before an OPA hearing 
officer, his lawyer asked whether Shapiro 
was being granted immunity “as to any and 
all matters for information obtained as a 
result of the investigation and examination 
of these records.” * The hearing officer, more 
circumspect than illuminating, replied that 
“the witness is entitled to whatever im- 
munity flows as a matter of law from the 
production of those books and records which 
are required to be kept pursuant to M. P. R.’s 
271 and 426.”* Shapiro, after claiming his 


704-706, which discusses the possibility that 
the privilege will be maintained as to the 
books of ‘‘smaller’’ associations. 

Recently, the Court of Appeals for the Sec- 
ond Circuit, relying on U. 8. v. White, held 
the documents of a trust unprivileged. See 
U. 8. v. Field, et al., decided October 30, 1951. 

2 335 U. S. 1 (1948). 

3 335 U.S., at p. 4. 

#335 U.S., at p. 4. 





“constitutional privilege” and his statutory 
immunity, produced the subpoenaed records. 


In his trial for having made illegal tie-in 
sales, his plea in bar based on a claim that 
the immunity provisions of the Emergency 
Price Control Act® insulated him against 
prosecution was overruled. His conviction 
followed and was affirmed by the Court of 
Appeals for the Second Circuit, and then 
by a sharply divided Supreme Court. 


The majority interpreted the statute as 
conferring immunity only when a witness 
is required to present evidence covered by 
the privilege against self-incrimination. It 
supported its conclusion that the records 
produced by Shapiro were not privileged by 
invoking the principle announced by Mr. 
Justice Hughes in the Wilson case’ and 
reaffirmed in the Davis case :* 


the privilege which exists as to 
private papers cannot be maintained in rela- 
tion to ‘records required by law to be kept 
in order that there may be suitable informa- 
tion of transactions which are the appropri- 
ate subjects of governmental regulation, and 
the enforcement of restrictions validly estab- 
lished’.” ® 


Mr. Justice Frankfurter, in a strong dis- 
sent,” argued that the Court had needlessly 
reached a grave constitutional question by 
adopting a “sophisticated” construction of 
the immunity provision which, read literally, 
conferred immunity. On the constitutional 
question, which is our primary concern, Mr. 
Justice Frankfurter, although conceding the 
validity of the record-keeping requirements, 
denied that the mere requirement that rec- 
ords be kept rendered the required records 
unprivileged.” 

Mr. Justice Frankfurter challenged the 
majority’s reliance on the Wilson dictum, 
urging that Mr. Justice Hughes had him- 





556 Stat. 23 (1942), as amended, 50 USCA 
App. Sec. 922 (g) (1944). 

6U. 8. v. Shapiro, 159 F. (2d) 890 (CCA-2, 
1947). 

7 Wilson v. U. S., 221 U. S. 361, 381-382 (1911). 

8 Davis v. U. S8., 328 U. S. 582, 589-590 (1946). 

®335 U. S., at p. 33. <A similar dictum laid 
down in Boyd v. U. 8., 116 U. S. 616, 623-624 
(1886), was quoted in the Shapiro case (335 
U. S., at p. 33, footnote 42). While the ma- 
jority opinion pointed to this dictum, Frank- 
furter, J., pointed to the result in the Boyd 
case (335 U. S., at pp. 67-68): An importer, 
although required to present the original in- 
voice to the collector in order to clear goods 
for entry, was held privileged from producing 
it in a subsequent forfeiture proceeding. The 
apparent conflict between the result and the 
language in the Boyd case may have resulted 
from the double meaning of the word ‘‘re- 
quired.’’ The invoice was ‘‘required’’ only as 
part of an application for governmental per- 


Mr. Justice Frankfurter’s interpretation of 
the precedents may be questioned, but 
there is no quarrel with his conclusions. 


self limited this dictum by invoking prece- 
dents which involved not merely “required” 
or “quasi-public” records but truly public 
records, that is, those kept by public offi- 
cers in the discharge of their public duties.” 
But, with deference, it is submitted that 
those precedents do not support the as- 
serted limitation on the scope of the Wilson 
dictum. This will be clear from an examina- 
tion of State v. Donovan," one of the cases 
cited by Mr. Justice Hughes. In that case, 
the privilege was held inapplicable to a 
register of sales of intoxicating liquor kept 
by a druggist pursuant to a statute pro- 
viding that such records “shall be open 
for the inspection of the public at all reason- 
able times during business hours and any 
person so desiring may make memoranda 
or copies thereof.” * The court stated that 
the registers “are not private documents, 
but are public documents, which the de- 
fendant was required to keep not for his 
private use but for the benefit of the pub- 
lic.” * Mr. Justice Frankfurter argued that 
“the state court construed the statute to 
make the druggist a public officer and, as 
such, the custodian of the register for the 
state.” ** This analysis is reminiscent of a 
New Mexico case where the state court, 
in sustaining the validity of a statute which 
required the preservation for inspection of 
a bovine animal’s hide after it was killed, 
stated that the legislature had made the 
hide a public record.” But surely this fic- 
tional transformation of a druggist (or a 
slaughterer) into an ad hoc public officer 
scarcely obscures the fact that the druggist 


mission to carry out a transaction. It was not 
“required’’ in the sense that a failure to record 
an executed transaction would be subject to 
penal sanctions. And it is such records which 
typically constitute required records for the 
purpose of applying the _ self-incrimination 
clause. Indeed, the Boyd dictum seems to re- 
flect this distinction. 

10 Jackson, J., Murphy, J., and Rutledge, J. 
also dissented.. Rutledge, J., rested his dissent 
on his interpretation of the applicable immunity 
provision and merely expressed doubts as to 
the applicability of the privilege. 

11 335 U. S., at pp. 53 and following. 

12 335 U. S., at pp. 58 and following. 

1310 N. D. 203, 86 N. W. 709 (1901). 

14 North Dakota Revised Code Sec. 7596 (1899). 

%10N. D., at pp. 208-209, 86 N. W., at p. 711. 

16 335 U.S., at p. 60. 

11 State v. Walker, 34 N. M. 405, 408, 281 Pac. 
481, 482 (1929). 
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was an ad hoc official only because he was 
required to keep the records. The same verbal 
ceremony could have been used in the 
Shapiro case or in any case involving the 
requirement that “private” business keep 
records. Moreover, in other cases cited in 
the Wilson opinion, also involving liquor regu- 
lation, * there was either no attempt to char- 
acterize the records as “public” or that 


characterization was merely a metaphor de- 
scribing the unprivileged character of rec- 
ords which were held to be “public” only 
because they were required.” 


Mr. Justice Frankfurter’s interpretation of 
the Wilson case is unusual. That case has 
uniformly been read by commentators™ as 
withdrawing the privilege from records 
which private citizens are by law required 
to keep. Lower federal courts, relying on 
the Wilson dictum, have, moreover, almost 
uniformly held that records required under 
a variety of regulatory statutes are un- 
privileged.” And the Supreme Court itself, 
prior to the Shapiro case, had apparently 
adopted a similar interpretation of the 


18 Many of the state cases involved regulation 
of medical prescriptions as an incident of gen- 
eral prohibition statutes. See ‘‘Quasi Public 
Records and Self-Incrimination,’’ 47 Columbia 
Law Review 838, 840 (1947). This fact may be 
a partial explanation of Mr. Justice Frank- 
furter’s implication that governmental access to 
required records would be constitutional as to 
“occupations which are malum in se, or so 
closely allied thereto as to endanger the public 
health, morals or safety.” (335 U.S., at p. 65.) 
But this rationale will surely not explain cases 
such as those generally denying the privilege 
to motorists required to make reports which 
may be incriminating. (See Mamet, ‘‘Consti- 
tutionality of Compulsory Chemical Tests to 
Determine Alcoholic Intoxication,’’ 36 Journal 
of Criminal Law and Criminology 132, 142 and 
following (1945).) Moreover, if the privilege 
is grounded in a wise social policy, it is not 
entirely clear that the constitutional protection 
should be narrowed in the malum-in-se area 
even assuming that area could easily be fenced 
off. For the community’s greater need for 
information in that area may well be offset 
by the citizens’ greater need for protection. 

19 People v. Henwood, 123 Mich. 317, 82 N. W. 
70 (1900). The requirement that druggists 
report to prosecuting attorney liquor sales, in- 
cluding illegal sales, was held valid as a ‘‘police 
regulation.’’ 

20 State v. Davis, 108 Mo. 666, 671, 18 S. W. 
894, 895 (1892). For a more extended discussion 
of the justifications urged by state courts in 
excluding required records or reports from the 
privilege against self-incrimination and a col- 
lection of cases, see ‘‘Quasi Public Records and 
Self-Incrimination,’’ cited at footnote 18, at 
pp. 840-843. 

21See, for example, 8 Wigmore, Evidence, 
Sec. 2259c (3d Ed., 1940); ‘‘Quasi Public Records 
and Self-Incrimination,’’ cited at footnote 18, 
at p. 841 (1947); Davis, ‘‘The Administrative 
Power of Investigation,’’ 56 Yale Law Journal 
1111, 1137, footnote 133 (1947); ‘‘The Self- 
Incrimination Privilege in Actions Involving 
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Wilson doctrine,* although it had not pre- 
viously applied it squarely. 

Although Mr. Justice Frankfurter’s inter- 
pretation of the precedents is questionable, 
there can be no quarrel with his conclusion 
that the required-records doctrine, where 
it operates, abrogates the privilege. The 
consequence of the doctrine is that Congress 
by passing a statute requiring the keeping 
of records may, subject to elastic limita- 
tions, * withdraw a constitutional privilege 
from those records. This is a bizarre re- 
sult in a constitutional system. The tech- 
nical rationale for this inroad on the Fifth 
Amendment has been an ill-defined notion 
of waiver, that is, a person who carried on 
activities subject to record-keeping require- 
ments waives the privilege as to those rec- 
ords.* But since the “waiver” is said to 
result from the statutory requirement, the 
waiver rationale is generally no more than 
a statement that books required to be kept 
are not privileged because they are required 
to be kept.” 


Government Regulated Enterprises,’’ 37 Journal 
of Criminal Law and Criminology 524 (1947). 

22 See, for example, Rodgers v. U. S., 138 F. 
(2d) 992, 995-996 (CCA-6, 1943) (records and 
reports required by the Agricultural Adjustment 
Act of 1938); U. S. v. Sherry, 294 F. 684 (DC 
Tll., 1923) (records under Harrison Act; although 
the Wilson doctrine was invoked, the court 
found also that defendant had failed to object 
to inspection and removal of the required 
records); U. 8S. v. Jones, 72 F. Supp. 48 (DC 
Miss., 1947) (records under the Fair Labor 
Standards Act). But cf. Ryan v. Amazon Petro- 
leum Corporation, 71 F. (2d) 1, 8 (CCA-5, 1934). 
Early cases sustaining the disclosure provisions 
of the Emergency Price Control Act empha- 
sized the emergency character of the act. But 
later cases relied squarely on the Wilson doc- 
trine. See, for example, Hagen v. Porter, 156 F. 
(2d) 362, 367 (CCA-9, 1946), cert. den. 329 U. S. 
729 (1946); Porter v. Mueller, 156 F. (2d) 278, 
281 (CCA-3, 1946). 

23See Davis v. U. 8., cited at footnote 8, at 
pp. 589 and following, where the Wilson dictum 
set out at page — is quoted with approval: 
see also Mr. Justice Frankfurter’s dissent (at 
pp. 595-596), and his dissent in Harris v. U. 8., 
331 U. S. 145, 156 (1947); cf. Gouled v. U. S., 
255 U. S. 298, 308-309 (1921). 

4 See footnote 28. 


2 ‘The fundamental ground of decision in this 
class of cases, is that where, by virtue of their 
character and of the rules of law applicable to 
them, the books and papers are held subject 
to examination by the demanding authority, 


. the custodian has no privilege to refuse produc- 


tion although their contents tend to criminate 
him. In assuming their custody he has accepted 
the incident obligation to permit inspection.’’ 
(Italics supplied.) Wilson v. U. S., cited at 
footnote 7, at pp. 381-382. 

7 See Frankfurter, J., dissenting in Shapiro 
v. U. 8., cited at footnote 2, at p. 51. Fora 
discussion of the explanation of the required- 
records doctrine suggested by Wigmore and 
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Despite the implications of the waiver 
rationale, the court in the Shapiro case 
recognized that there were limitations on 
legislative power to abrogate the privilege 
by the imposition of record-keeping require- 
ments. It did not, however, indicate clearly 
what these limitations are. Mr. Chief Jus- 
tice Vinson, for the Court, declared: 


“It may be assumed at the outset that 
there are limits which the Government can- 
not constitutionally exceed in requiring the 
keeping of records which may be inspected 
by an administrative agency and may be 
used in prosecuting statutory . violations 
committed by the record-keeper himself. 
But no serious misgiving that those bounds 
have been overstepped would appear to be 
evoked when there is a sufficient relation 
between the activity sought to be regulated 
and the public concern so that the Govern- 
ment can constitutionally regulate or forbid 
the basic activity concerned, and can con- 
stitutionally require the keeping of particu- 
lar records, subject to inspection by the 
Administrator.” ” 


The foregoing standard makes it easy to 
pose difficult cases. Suppose, for example, 
the federal government in order to enforce 
the Mann Act required the keeping of rec- 
ords of all interstate excursions involving 
woman.” Would that requirement be valid? 
One can fit the statute under the standard 
announced by the Chief Justice in the 
Shapiro case, but it obviously has a different 
flavor from statutes requiring records as 
an incident of a comprehensive regulatory 
program. 


It is not easy, however, to say precisely 
what the difference is. Perhaps it is that 
the sole or the dominant purpose of the 
hypothetical record requirement appears to 
be to compel criminals to keep incriminat- 
ing records to be used to convict the record- 
keepers in subsequent criminal trials. 
Where this appears to be the dominant 
purpose, a compelling argument may be 


(Footnote 26 continued) ° 
Professor Morgan. «re Meltzer, article cited at 
footnote 1, at pp. 712-714. 

7 335 U. S., at p. 32. 

°° The purpose of the hypothetical statute is 
not obscured by the fact that some of the re- 
corded transactions would be innocent. Inno- 
cent transactions can always be brought under 
the record-keeping requirements by draftsman- 
ship which makes the category of transactions 
to be recorded broad enough to include both 
legal and illegal transactions. 

2% See Shapiro v. U. 8., cited at footnote 2, 
at pp. 8 and following. 

% This preference for ‘‘personal privacy’’ is 
suggested (1) by the cases which have with- 
drawn the privilege from the books of corpo- 
rations and unincorporated associations (see 


made that the statutory requirement would 
appear to be invalid under the Fifth Amend- 
ment or, at least, ineffective to destroy the 
privilege. The OPA requirements could be 
said to have had an independent purpose: 
facilitating the determination or modifica- 
tion of price ceilings by preserving relevant 
data.” 


There are obvious difficulties with a test 
which stresses an independent purpose. It 
is almost always possible to suggest some 
independent purpose, for example, the need 
for data bearing on the question of whether 
more investigators or new laws are needed. 
Furthermore, the existence of a proper pur- 
pose for record keeping would not neces- 
sarily justify the use of the records for an 
improper purpose—self-incrimination. Fi- 
nally, the criterion laid down by the Court 
does not specifically exclude records whose 
“sole” purpose is to furnish a diary of crime 
to the prosecution. 

Although it is arguable that under the 
Court’s language, a record-keeping require- 
ment “reasonably” related to the enforce- 
ment of a valid substantive regulation will 
itself be valid, the Court’s language is so 
elastic as to suggest that a different test 
may evolve. Under this test, the govern- 
mental need for records to enforce a par- 
ticular policy, the existence of a purpose 
other than compelling documentary confes- 
sions and the extent of the encroachment 
on the citizen’s privacy may all be weighed. 
In applying the test, less weight may be 
given to “business privacy” as opposed to 
“personal privacy,”” however difficult it 
may be to draw that distinction. 


Required Income Tax Records 


It is surprising that the applicability of 
the required-records doctrine to the record- 
keeping and disclosure requirements under 
the income tax laws has not been clearly 
settled.“ Comments written after the Shapiro 


footnote 1) and (2) by the cases narrowing the 
Fourth Amendment’s protection against unrea- 
sonable searches and seizures where searches 
involved business premises. See, for example 
U. 8. v. Rabinowitz, 339 U. S. 56 (1950). 
31Sec. 3614 .of the Internal Revenue Code 
authorizes the Commissioner or his delegees, 
for the purpose of ascertaining the correctness 
of any return or for the purpose of making a 
return where none is filed, to examine relevant 
books and records, and to require the attend- 
ance and testimony of knowledgeable persons. 
Sec. 3615 authorizes the collector in a variety 
of specified situations to summon persons and 
to require them to produce books and records 
and to give testimony under oath, at a specified 
time and place. Failure to appear and testify 
or to appear and produce books in compliance 
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case have suggested that the privileged char- 
acter of taxpayers’ records is not affected 
by that decision.” If by that it is meant 
that a taxpayer may, on tke ground that he 
would be incriminated thereby, withhold 
required records sought by the revenue 
authorities in order to fix tax liability, the 
conclusion is open to serious doubt. 


It is true that several lower federal court 
cases * indicate that the taxpayer may with- 
hold required records from revenue agents 
seeking to determine the amount of his tax 
liability. But these cases, which do not even 
discuss the required-records doctrine, are of 
doubtful authority for two reasons: (1) the 
implications of U. S. v. Sullivan,* decided 
by the Supreme Court in 1927; (2) although 
a formal distinction between regulatory and 
revenue records may be made, that distinc- 
tion is insubstantial in the light of the pur- 
poses underlying the required-records doctrine. 


In U. S. v. Sullivan, the defendant, in- 
dicted for failing to file an income tax re- 
turn, defended on the ground that he was 
privileged to withhold it because it would 
have disclosed his illegal bootlegging ac- 
tivities. The Supreme Court, reversing the 


Fourth Circuit Court, which had sustained’ 


that defense, held that the privilege did not 
justify the failure to make any return; the 
proper course for the defendant would have 
been to file a “return” and to claim his 


(Footnote 31 continued) 

with a summons issued by a collector under 
Sec. 3615 is expressly made a crime, punishable 
by fine and imprisonment (Sec. 3616). On the 
other hand, the Code does not specifically pro- 
vide that noncompliance with a demand or sum- 
mons under Sec. 3614 is punishable. The 
Supreme Court has, however, held that an indi- 
vidual who is summoned under Sec. 3614 and 
refuses to answer a proper question is subject 
to Sec. 145 (a) of the Code, which makes the 
willful failure to supply any information or to 
keep any records required by the Commissioner 
a crime punishable by fine and imprisonment. 
(U. 8. v. Murdock, 2 ustc { 828, 284 U. S. 141 
(1931).) The Regulations require taxpayers to 
keep the books and records necessary for the 
determination of their tax liability. (Regs. 111, 
Sec. 29.54-1 (1949).) For a detailed discussion 
of the foregoing provisions see Barnes, ‘‘Inquisi- 
torial Powers of the Federal Government Re- 
lating to Taxes,’’ 28 TAxES 1211 (December, 
1950). 

8% Kamens and Ancier, ‘‘Immunity from Sub- 
poena of Taxpayers’ Records,’’ 27 TAXES 639, 
642-643 (July, 1949). 

33 See, for example, Internal Revenue Agent 
v. Sullivan, 287 F. 138, 140, 143 (DC N. Y., 
1923). (Taxpayer previously indicted for con- 
spiracy to defraud held privileged to withhold 
books from revenue agent. The pendency of 
the fraud indictment may have created the 
suspicion that the ‘‘tax’’ examination was de- 
signed to circumvent the privilege in an inde- 
pendent criminal proceeding.) See also Manton, 
J., concurring in Steinberg v. U. 8., 14 F. (2d) 


Privilege Against Self-Incrimination 








privilege with reference to answers which 
he considered protected. Although not di- 
rectly passing on the proper disposition of 
such a claim, Mr. Justice Holmes, speaking 
for a unanimous Court, suggested that it 
might be rejected.” His cautionary lan- 
guage, when read in the light of the govern- 
ment’s contention in the Sullivan case that 
a tax return was a public record within 
the meaning of the Wilson dictum,” casts 
doubt on the applicability of the privilege 
to income tax returns—doubts which are 
equally applicable to required tax records. 

If the questions left open by the Sullivan 
case are resolved in the light of the pur- 
poses underlying the required-records doc- 
trine, it seems likely that tax records will 
be given no more protection than records 
required by the OPA. It is true that the 
Court in the Shapiro case spoke in terms of 
records required for regulatory purposes and 
that this language could be seized upon as 
a basis for distinguishing tax records and 
excluding them from the operation of the 
required-records doctrine. This distinction, 
however, lacks substance. There appears to 
be no reason for holding that the Constitu- 
tion imposes greater restraints on disclosure 
when the revenue power rather than the 
regulatory power is involved. Revenue, the 
backbone of enforcement, goes to the heart 
of effective regulation. After having re- 
moved the privilege from records required 


564, 568 (CCA-2, 1926); Nicola v. U. 8., 72 F. 
(2d) 780, 784 (CCA-3, 1934). 

34 274 U. S. 259 (1927). 

* “Tt would be an extreme if not an extrava- 
gant application of the Fifth Amendment to 
say that it authorized a man to refuse to state 
the amount of his income because it had been 
made in crime.’’ (274 U. S., at pp. 263-264.) 
This quoted statement is ambiguous. It may 
mean that the connection between a statement 
of the amount of one’s income and a crime is 
not close enough for the statement to be privi- 
leged; or it may mean that income tax reports, 
as such, are not privileged. The former inter- 
pretation is supported by Holmes’ citation of 
Mason v. U. 8., 244 U. S. 362 (1917), where the 
Court in effect required a ‘‘direct’’ connection 
between the anticipated answer and criminality 
before recognizing a claim of privilege. 

Although the Sullivan opinion dealt with 
required reports to the government rather than 
required records open to inspection, no distinc- 
tion has been drawn between the privileged 
status of these two informatory devices. See 
Rodgers v. U. S., 43-2 ustc { 9664, 138 F. (2d) 
992 (CCA-6, 1943); 8 Wigmore, Hvidence, Sec. 
2259c (3d Ed., 1940); Handler, ‘‘Constitutionality 
of Investigation by Federal Trade Commission: 
II,’’ 28 Columbia Law Review 905, 917 (1928). 

For a collection of early federal cases and 
state cases dealing with the privileged status of 
taxpayers’ records, see Gange Lumber Company 
v. Henneford, 185 Wash. 180, 53 Pac. (2d) 743 
(1936), annotated in 103 A. L. R. 513 (1936). 

36 274 U. S., at pp. 260-261. 
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as an incident of a regulatory program in 
order to facilitate enforcement, it would be 
paradoxical for the Court to stop short 
where revenue records are involved. And 
Mr. Justice Frankfurter’s dissent in the 
Shapiro case indicates that he would not 
add this paradox to the law of the privilege.” 
Finally, if the independent purpose test 
mentioned above is recognized, considera- 
tion of the purposes behind the record- 
keeping requirements also leads to the 
conclusion that required tax records are 
unprivileged. Such records are obvious and 
indispensable aids in the determination of 
the amount of tax liability. Accordingly, 
it can scarcely be argued that the sole or 
dominating purpose of the requirements is 
to force the taxpayer to keep a diary of 
his own criminality for use in a prosecution 
against him. 

Complications are introduced when rec- 
ords required by statute for the purpose 
of determining tax liability are allegedly 
being examined for other purposes. Such 
complications will, of course, arise when- 
ever Agency A is charged with using its 
informatory powers for Agency B, and the 
ensuing discussion, although dealing largely 
with tax records, will also illustrate the 
general range of problems involved when- 
ever records are sought for purposes other 
than these which produced the record-keep- 
ing requirement. 

Where an examination is being conducted 
by revenue authorities ostensibly for reve- 
nue purposes, it is doubtful that courts will 
undertake to determine whether the exami- 
nation is in actuality prompted by some 
other purpose, for example, the preparation 
of a criminal case against the taxpayer. 
Such an inquiry raises so many practical 
difficulties that it is likely that the “power” 
of the revenue agent rather than his “mo- 
tive” will be decisive.® 

Where an agency not authorized by stat- 
ure to inspect the required records seeks 
to subpoena or examine them, a different 
question is raised: whether records required 
under a particular statute are unprivileged 
only in the proceedings contemplated by 
the particular statute or whether the re- 
quired records are unprivileged generally. 
Could the Securities and Exchange Com- 
mission, for example, in an investigation of 

37 335 U. S., at pp. 53-54. 

3 Cf. In re International Corporation, 4 ustc 
7 1225, 5 F. Supp. 608, 611 (DC N. Y., 1934). 
A different result might perhaps be reached 
when, as in Internal Revenue Agent v. Sullivan, 
cited at footnote 33, the taxpayer has been 
indicted prior to inspection of his books. 

% 335 U. S., at p. 54. 


© T. D. 4929, 1939-2 CB 91, Sec. 462C.33. Simi- 
lar regulations provide access to returns by 


market manipulation, compel the production 
of incriminating records which are required 
to be kept only under the revenue statutes? 
Mr. Justice Frankfurter in his dissenting 
opinion in the Shapiro case read the ma- 
jority opinion as rendering records required 
for one purpose unprivileged for all pur- 
poses.” This result might follow from a 
mechanical application of the “public docu- 
ment” metaphor. But there are persuasive 
reasons for rejecting it: Congress by re- 
quiring the keeping of records to achieve 
a particular purpose has indicated only that 
privacy, or more bluntly, the privilege, 
should yield to that purpose. It does not 
follow that the privilege should yield to 
other regulatory purposes. 

Related problems arise where the revenue 
authorities examine records for revenue pur- 
poses and discover criminal violations of the 
tax laws or other laws and furnish copies 
or summaries of the resultant information 
to the Department of Justice or to any other 
interested agency. Discussion of these 
problems will be facilitated by distinguish- 
ing between information contained in in- 
come tax returns and information contained 
in records of examination of books and 
papers or of witnesses. 

Current Treasury Regulations ® based on 
Section 55(a) of the Code endow the Secre- 
tary of the Treasury with discretion to 
grant the request of other federal agencies 
to inspect income tax returns. These regu- 
lations, moreover, explicitly provide for the 
use of the resultant information as evidence 
in any proceeding before a federal agency 
or in any proceeding to which the United 
States is a party.” Finally, the regulations 
provide that income tax returns may be 
furnished to a United States attorney or 
the Department of Justice for use in grand 
jury proceedings or in court litigation in 
which the United States is interested.” 


Where the information requested by, or 
furnished to, another agency is derived by 
internal revenue agents from the taxpayer’s 
books and records, as distinguished from 
his return, different problems of statutory 
authority and of policy are involved. The 
Internal Revenue Code does not explicitly 
regulate the furnishing of such information 
to other agencies or their inspection of such 
state officers and by shareholders (T. D. 4945, 
1939-2 CB 97, Secs. 463D.1-463D.3). Code Sec. 
55 (d) (1) authorizes inspection by committees 
of Congress. 

41T, D. 4945, 1939-2 CB 97, Sec. 463D.1. The 
Regulations do not deal with the admissibility 
of returns in state proceedings. 

“@T,. D. 4945, 1939-2 CB 97, Sec. 463D.4. 
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The cases, although not clear, appear to 
sanction the interchange of information 
by government agencies. 


information. Accordingly, the controlling 
statute would appear to be Section 22 of 
Title 5 of the United States Code, which 
provides as follows: 


“The head of each department is author- 
ized to prescribe regulations, not inconsistent 
with law, for the government of his depart- 
ment, the conduct of its officers and clerks, 
the distribution and performance of its busi- 
ness, and the custody, use, and preserva- 
tion of the records, papers, and property 
appertaining to it.” (Italics supplied.) 


Section 22 is sufficient statutory authority 
for the Treasury Regulations which author- 
ize the inspection of official records con- 
taining material obtained from the taxpayer’s 
books and records.* 


Under the foregoing regulations, it is 
obvious that returns filed, and books kept, 
to aid in the determination of tax liability 
may become the instrument of the taxpay- 
er’s incrimination not merely under the tax 
laws but under any federal criminal statute. 
The attempted use of the information in 
such criminal proceeding might be met with 
the argument that the taxpayer’s privilege 
is being circumvented: Another federal 
agency (B) is securing from the collector’s 
office (A) information which B could not 
secure directly because of lack of statutory 
authority or because the books, if incrim- 
inating, would be privileged. Where the 
collector’s office (A) has obtained infor- 
mation from the taxpayer’s books, it could 
also be argued that permitting use of that 
information by another agency (B) would 
encourage B to induce A to act as its in- 
vestigatory arm. Accordingly, the regula- 
tions permitting such use would be 
inconsistent with the limitations on both 
A’s and B’s authority to investigate and 
would be “inconsistent with law” as that 
term is used in Section 22 of Title 5. 


43 Regs. 111, Sec. 29.55(b)-1, Sec. 1.2. A gen- 
eral federal statute prohibits unauthorized 
disclosure of information obtained by a federal 
Officer in the course of his employment (18 
USCA Sec. 1905, 62 Stat. 791 (1948)). See also 
Code Sec. 4047 (a) (1). Sec. 55 (f) of the 
Internal Revenue Code contains a similar pro- 
hibition applicable to returns. Disclosures 
authorized by the Secretary of the Treasury 
pursuant to Sec. 22 of Title 5 would avoid these 
prohibitions. 


Privilege Against Self-Incrimination 


The argument based on the construction 
of Section 22 will not survive analysis. 
That argument requires an assumption that 
what is ostensibly a tax investigation is 
prompted by other motives. Absent any 
evidence that the revenue authorities were 
acting on behalf of another agency, the 
presumption of official regularity would 
operate to require the acceptance of a tax 
investigation at face value. Moreover, 
where a possible revenue motivation for the 
investigation is present, it is probable that 
the courts would give short shrift to a con- 
tention that hidden motives to aid another 
agency prompted an ostensible revenue in- 
vestigation." The collector’s investigation 
would thus be valid regardless of the multi- 
ple use of the resultant information, except 
in the unusual situation where there was 
proof that he was acting solely as the arm 
of another agency. And since there is no 
law against interchange of information, reg- 
ulations by the Secretary of the Treasury 
authorizing other agencies to use the re- 
sultant information would not be “inconsist- 
ent with law” and would be justified by 
Section 5 of Title 22. 


The argument based on the privilege is 
no more persuasive. The complying tax- 
payer has furnished information unpriv- 
ileged at the time of its acquisition. He 
is not subjected to testimonial compulsion, 
or indeed to any further compulsion, when 
another agency uses this information, and 
the taxpayer cannot, therefore, invoke the 
privilege. Congress, moreover, could in 
many situations have constitutionally re- 
quired the direct submission of reports to, 
and the keeping of records for, the other 
federal agency. There is no apparent rea- 
son why Congress cannot properly authorize 
federal agencies to do indirectly (through 
the collector’s office) what they could be 
authorized to do directly (through their 
own original investigations). Indeed, such 
measures are desirable because they avoid 
harassment of the honest citizen and useless 
expenditure by the government. 


The cases, although not entirely clear, 
appear to sanction interchange of informa- 
tion by government agencies.” It is not 


44 Cf. In re International Corporation, cited at 


‘footnote 38. <A different result might perhaps 


be reached when, as in Internal Revenue Agent 
v. Sullivan, cited at footnote 33, the taxpayer 
had been indicted prior to inspection of his 
books. 

45 See Zap v. U. 8., 328 U. S. 624, 629 (1945): 
‘Neither the Fourth nor Fifth Amendment 
would preclude the agents from testifying at 
the trial concerning the facts about which they 
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likely that these cases would be repudiated 
by the Supreme Court. The Court has 
sanctioned dramatically direct inroads on 
the privilege, through the required-records 
doctrine and otherwise.“ It is unlikely 


that it would now strike down the shadowy 
and oblique limitation involved in the sensi- 
ble exchange of information by government 
agencies. [The End] 


WHY PRICES ARE HIGH 


N° SUBJECT is so much discussed 
today—or so little understood—as in- 
flation. The politicians in Washington talk 
of it as if it were some horrible visitation 
from without, over which they had no con- 
trol—like a flood, a foreign invasion or a 
plague. It is something they are always 
promising to “fight”—if Congress or the 
people will only give them the “weapons” 
or “a strong law” to do the job. 


Yet the plain truth is that our political 
leaders have brought on inflation by their 
own money and fiscal policies. They are 
promising to fight with their right hand the 
conditions they have brought on with their left. 


Inflation, always and everywhere, is pri- 
marily caused by an increase in the supply 
of money and credit. In fact, inflation ts 
the increase in the supply of money and 
credit. If you turn to the recent American 
College Dictionary, for example, you will 
find the first definition of inflation given as 
follows: “Undue expansion or increase of 
the currency of a country, especially by the 
issuing of paper money not redeemable in 
specie.” 

The word “inflation” originally applied 
solely to the quantity of money. It meant 
that the volume of money was inflated, 
blown up, overextended. It is not mere 
pedantry to insist that the word should be 
used only in its original meaning. To use 
it to mean “a rise in prices” is to deflect 
attention away from the real cause of in- 
flation and the real cure for it. 


Let us see what happens under inflation, 
and why it happens. When the supply of 
money is increased, people have more money 
to offer for goods. If the supply of goods 
does not increase—or does not increase as 
much as the supply of money—then the 
prices of goods will go up. Each individual 
dollar becomes less valuable because there 
are more dollars. Therefore, more of them 


(Footnote 45 continued) 

had lawfully obtained knowledge.’’ See also 
Gouled v. U. S., cited at footnote 23, at pp. 
311-312; Harris v. U. 8., cited at footnote 23, 
at p. 154; U. 8S. v. Monjar, 147 F. (2d) 916, 924 
(CCA-3, 1944); Shinyu Noro v. U. 8., 148 F. (2d) 
696 (CCA-5, 1945). But cf. Shushan v. U. S., 117 
F. (2d) 110, 117-118 (CCA-5, 1941); U. S. wv. 


will be offered against, say, a pair of shoes 
or a hundred bushels of wheat than before. 
A. “price” is an exchange ratio between a 
dollar and a unit of goods. When people 
have more dollars, they value each dollar 
less. Goods then rise in price, not because 
goods are scarcer than before but because 
dollars are more abundant. 


In the old days, governments inflated by 
clipping and debasing the coinage. Then 
they found they could inflate cheaper and 
faster simply by grinding out paper money 
on a printing press. This is what happened 
with the French assignats in.1789, and with 
our own currency during the Revolution- 
ary War. Today the method is a little 
more indirect. Our government sells its 
bonds or other IOU’s to the banks. In 
payment, the banks create “deposits” on 
their books against which the government 
can draw. A bank in turn may sell its 
government IOU’s to the Federal Reserve 
Bank, which pays for them either by creat- 
ing a deposit credit or having more Federal 
Reserve notes printed and paying them out. 
This is how money is manufactured. 


The greater part of the “money supply” 
of this country is represented not by hand-to- 
hand currency but by bank deposits which 
are drawn against by checks. Hence, when 
most economists measure our money supply 
they add demand deposits (and now usually, 
also, time deposits) to currency outside of 
banks to get the total. The total of money 
and credit so measured was $64,099,000,000 
at the end of December, .1939, and 
$174,200,000,000 at the end of June this 
year. This increase of 171 per cent in the 
supply of money is overwhelmingly the 
main reason why wholesale prices rose 135 
per cent from 1939 to June of this year.— 
Henry Hazlitt, Newsweek, September 3, 1951 
(Foundation for Economic Education Clip- 
ping of Note No. 42). 


Cooper, 288 F. 604 (DC Iowa, 1923), rev’d on 
other grounds, 9 F. (2d) 216 (CCA-8, 1925). 
(Noncorporate books and papers obtained by 
revenue agents and turned over to Department 
of Justice for use in grand jury proceedings 
suppressed.) 

*© See Meltzer article cited at footnote 1, at 
Dp. 688, footnote 11. 
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Wanted: A Rule for Building Losses 


By CECIL J. McCAFFREY 


THE AUTHOR, A MEMBER OF THE NEW YORK BAR, POINTS 
OUT THAT WHAT IS CLEARLY COMMON SENSE UNFORTU- 


NATELY 


F A MAN tears down his business build- 

ing because it has lost its usefulness to 
him and the tearing down is done before he 
has fully depreciated his cost, it is clear that 
he has suffered a loss. However, if the 
building was still useful but the owner tore 
it down because he thought he could put up 
something in its place that would be even 
more useful, it is equally clear that he has 
lost nothing and that, in effect, he has in- 
vested the unrecovered cost of the old 
building in the new. 


When we say all of this is clear, we mean 
it is clearly common sense. Unfortunately, 
as is so often the case, what is clearly com- 
mon sense is not so clearly the established 
tax law. 


There is no difficulty about the building 
that was torn down because it was no longer 
useful. The owner, in this case, can deduct 
his loss on his tax return. However, the 
building that was torn down to make way 
for a new building is something else again, 
for although the weight of authority sup- 
ports the view that in all cases the unre- 
covered cost of the old building is part of 
the cost of the new, a small minority— 
consisting at the moment of two district 
courts and the Commissioner of Internal 


Revenue—would limit this treatment to - 


cases where the owner never wanted the 
old building, wanted only the land on which 
it stood, bought the old building only be- 
cause he had to buy it in order to get the 
land and intended right from the start to 
.tear down the old building and put up some- 
thing else in its place. In other words, the 


Building Losses 


IS NOT ALWAYS CLEARLY ESTABLISHED TAX LAW 


rule would not apply where the old build- 
ing was acquired as an investment, was 
used as such for some time and was finally 


‘torn down because the owner decided he 


could make more profit out of a new building. 


The viewpoint of even the smallest mi- 
nority cannot be ignored—especially when 
that minority includes the Commissioner of 
Internal Revenue—and this particular mi- 
nority viewpoint poses a special problem 
for the large real estate investor who may 
frequently have occasion to replace old im- 
provements with new ones. The results of 
his real estate investment business will be 
most accurately reflected by an accounting 
method that treats all replacements the 
same way, with the unrecovered cost of 
discarded structures and the expense of 
tearing them down being depreciated over 
the lives of the replacements. But, if he 
uses this method, he is likely to find him- 
self in difficulties with the Commissioner 
with respect to those buildings that were 
not torn down immediately after purchase. 


The source of the difficulty is Section 
29.23 (e)-2 of the Regulations. Quoting the 
regulation will help clarify the problem. It 
states: 


“Loss due to the voluntary removal or 
demolition of old buildings . . . is deduc- 
tible from gross income. When a taxpayer 
buys real estate upon which is located a 
building, which he proceeds to raze with a 
view to erecting thereon another building, 
it will be considered that the taxpayer has 
sustained no deductible loss by reason of 
the demolition of the old building, and no 
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deductible expense on account of the cost 
of such removal, the value of the real es- 
tate, exclusive of the old improvements, 
being presumably equal to the purchase 
price of the land and building plus the cost 
of removing the useless building.” 


This states a rule and one qualification of 
that rute. The rule is: A demolition loss is 
deductible. The qualification is: If a pur- 
chase is followed by demolition with a view 
to replacement, there is no loss, hence no 
deduction. The qualification is so worded 
as to make it appear that it refers only to 
the case where the taxpayer has demolition 
and replacement in mind when he makes 
the purchase. 


Does this mean that if the taxpayer does 
not have demolition and replacement in 
mind when he makes the purchase but some- 
time later on decides to replace, he has a 
deductible loss? According to the minority 
view, it does. But according to the major- 
ity view, it doés not. The majority theory 
is that the only important thing is the tax- 
payer’s intent at the time of demolition: If 
the taxpayer demolishes because the build- 
ing has lost its value to him, he has a de- 
ductible loss, but if he demolishes in order 
to replace with something else, he must 
amortize regardless of whether all this oc- 
curs at the time of purchase or later on. 
In other words, the majority view rejects the 
narrow, literal interpretation of the regulation. 


In the early days, the Board of Tax Ap- 
peals (now the Tax Court) seems to have 
been undecided whether to interpret the 
regulation broadly or narrowly. For ex- 
ample, on February 14, 1929, it took the nar- 
row view in deciding C. C. Watson et al. 
(CCH Dec. 4862, 15 BTA 422), yet on 
April 18, 1929, just two months later, it took 
the broad view in deciding Milwaukee Woven 
Wire Works (CCH Dec. 5077, 16 BTA 75). 


In the Watson case, partners in an auto- 
mobile business razed residential buildings 
in order to erect a new building more suit- 
able to their auto business. They claimed 
a loss. The Commissioner disallowed the 
loss, relying on Arthur H. Ingle (CCH Dec. 
224, 1 BTA 595 (1925)). However, the 
board allowed the loss on the ground that 
the exception in the regulation did not apply 
since the buildings had been purchased as 
an investment and the decision to replace 
was not made until three years later. It 
pointed out that in the Jngle case, the intent 
to replace existed from the very beginning. 
But the board did allow the loss in the Mil- 
waukee Woven Wire case even though, there 
also, the buildings were purchased as an in- 
vestment and the decision to raze and re- 


Even in early cases the BTA tended to de- 
vote more thought to the nature of the tax- 
payer’s intent than to when it was formed. 


place was not made until some months later. 
The razed buildings had been standing on 
two lots adjoining the taxpayer’s factory, 
and, after the buildings were removed, the 
lots were used to extend the factory. The 
board, looking at the picture as a whole, 
held that the cost of the old buildings and 
the lots was a capital outlay to extend 
the factory. 


It is difficult to see why the board should 
allow the loss in one of these two cases 
but not the other. Perhaps the fact that 
there was a three-year lapse between the 
purchase and the demolition in the Watson 
case as against a lapse of only months in 
Milwaukee Woven Wire Works has some 
bearing on the matter. A purchase and dem- 
olition occurring three years apart may 
have seemed like two distinct events, while 
a purchase and demolition occurring within 
a period of months may have seemed more 
like one transaction. Nevertheless, if the 
regulation is to be interpreted literally, the 
intent at time of purchase is the only im- 
portant thing and the length of time elaps- 
ing between the purchase and the demolition 
is immaterial. 


Despite this inconsistency there are indi- 
cations that even in the early cases the 
board tended to devote more thought to 
the nature of the taxpayer’s intent than to 
when it was formed. In Mark L. Gerstle 
et al. (CCH Dec. 9187, 33 BTA 830 (1935)), 
it disallowed a loss on a transaction where 
improved real estate was purchased for re- 
sale and then, after it had been rented for 
19 months, the taxpayer decided to tear 
down the improvements. He felt this would 
make it more suitable for subdividing and 
would, in turn, enhance its value for pur- 
poses of resale. The board cited Robert B. 
Griffin (CCH Dec. 5394, 17 BTA 255 (1929)) 
to support its decision. In the Griffin case, 
the decision to demolish had been present 
at the time of purchase. This was different 
from the Gerstle case where the decision to 
demolish was not formed until almost two 
years after the purchase. The thing that 
the two cases had in common was the fact 
that, in both, the purpose in removing the 
buildings was to enhance the value of the 
land. Thus, the purpose of the demolition, 
not when it was arrived at, appears to have 
been uppermost in the board’s mind. 


54 January, 1952 e TA X ES — The Tax Magazine 


— 


— 3% -~ A & OF 





Three other decisions, in addition to the 
above, can be cited to underline the board’s 
early uncertainty as to a definite rule. In 
Louis Pizits Dry Goods Company (CCH Dec. 
6703, 22 BTA 161 (1931)), it disallowed the 
loss specifically on the ground that the in- 
tent to raze and rebuild was not present at 
the time of purchase. But, in two earlier 
cases, J. B. Davidson (CCH Dec. 977, 2 
BTA 1203 (1925)) and L. R. Eakin (CCH 
Dec. 1469, 4 BTA 146 (1926)), where there 
was also absence of the required intent at 
the time of purchase, it allowed the loss. 

In its more recent decisions, the board 
(and its successor, the Tax Court) has ad- 
hered to the broad view that the nature of 
the intent governs, not the time of its for- 
mation, and it now appears to be definitely 
on this side of the question (Appleby Estate, 
CCH Dec. 10,951, 41 BTA 18 (1940); Em- 
mett J. McCarthy, CCH Dec. 13,225(M), 2 
TCM 146 (1943); Henry Phipps Estate, CCH 
Dec. 14,795, 5 TC 964 (1946)). 


The clearest statement of the theory that 
interprets the regulation broadly appears in 
the opinion of the Second Circuit affirming 
Appleby Estate cited above (Commissioner v. 
Appleby Estate, 41-2 ustc J 9773, 123 F. (2d) 
700). In this case an inherited building 
was demolished four years after acquisition 
to make way for a garage which the owners 
felt would produce more revenue. Holding 
that the expense of demolition and the un- 
recovered cost of the building must be de- 
preciated over the life of the new garage, 
the Second Circuit said: 


“The regulation under discussion states 
the rules to be applied in a common situ- 
ation, namely, the purchase of improved 
real estate with intent to raze the old im- 


provements and rebuild. It would be un- 
reasonable to hold that the statement of a 
rule for this single instance excludes appli- 
cation of a similar rule to cases where the 
intent to raze and rebuild was formed after 
the property was acquired. Losses are rec- 
ognized only when they result from a closed 
transaction. If a building is demolished be- 
cause unsuitable for further use, the trans- 
action with respect to the building is closed 
and the taxpayer may take his loss; but if 
the purpose of demolition is to make way 
for the erection of a new structure, the 


result is merely to substitute a more valu- . 


able asset for the less valuable and the loss 
from demolition may reasonably be con- 
sidered as part of the cost of the new asset 
and to be depreciated during its life, as is 
a broker’s commission for negotiating a lease.” 


The advocates of a limited application of 
the exception in the regulation rely chiefly 


Building Losses 


on a statement by the Seventh Circuit in 
Union Bed and Spring Company v. Commis- 
sioner (2 ustc J 505, 39 F. (2d) 383 (1930), 
revg CCH Dec. 3120, 9 BTA 352 (1927)). 
In this case a bed and spring manufacturer 
bought a tobacco warehouse, intending to 
convert it into a plant. It expected to spend 
$60,000 for a new heating plant and $15,000 
on various minor alterations and included 
these amounts in calculating what it would 
have to pay for the plant. Shortly after the 
purchase a further inspection showed that 
additional extensive alterations would be 
necessary to provide proper light and ven- 
tilation. This required tearing down all of 
the four outer walls and rebuilding them at 
a cost of $130,000. This unexpected ex- 
pense hurt the manufacturer financially by 
creating a shortage of working capital, thus 
forcing it to borrow. It claimed a loss. 


The Board of Tax Appeals disallowed the 
loss on the following theory. The manu- 
facturer purchased the warehouse with the 
knowledge that alterations would be neces- 
sary to convert it to a plant. Therefore, 
any alterations made to complete the con- 
version were part of the cost of the plant. 


’ The fact that the alterations needed turned 


out to be considerably more than was origi- 
nally contemplated was immaterial. 


The Seventh Circuit reversed this deci- 
sion and held that the cost of the additional 
alterations was a deductible loss. It stressed 
the point that these additional alterations 
were not the result of an erroneous esti- 
mate in contemplating the cost of converting 
from warehouse into plant; they were an 
added, unexpected and uncontemplated expense 
and, in paying for them, the manufacturer 
suffered a loss. The appellate court ex- 
pressed its conception of the rule this way: 


“We think the true test, in this and in 
similar cases, is the intention of the tax- 
payer. If he intends, at the time of pur- 
chase, to demolish and rebuild, then the 
cost of so doing must be considered as part 
of capital investment, which is consistent 
with the statute and regulation. But if, at 
the time of purchase, he does not intend to 
repair, or intends to repair or change but 
partly, and after the deal is made he decides 
to make changes and repairs other than 
those first contemplated, and in so doing he 
sustains a loss, he is brought within the 
terms of the statute and the regulation, for 
the presumption raised by the regulation is 
overcome by the facts.” 


The court made the above statement with 
the case before it in mind. It referred to 
the literal wording of the regulation only to 


55 











distinguish between a loss from an expense 
that later develops unexpectedly and the 
cost contemplated at the time of purchase, 
which is the subject of the exception stated 
in the regulation. Unfortunately, the court’s 
statement has been interpreted as express- 
ing its opinion that the exception stated in 
the regulation is the only exception. 


We find this interpretation in the two 
district court cases referred to at the begin- 
ning of this article. These cases are Hotel 
McAllister, Inc. v. U. S. (1933 CCH Stand- 
ard Federal Tax Reports § 9134, 3 F. Supp. 
533 (Fla.)) and Wearley v. U. S. (43-2 uste 
7 9545 (Ohio)). Both were decided after 
the circuit court’s opinion in the Union Bed 
and Spring Company case. That opinion was 
rendered on March 29, 1930; the Hotel Mc- 
Allister case was decided January 25, 1933, 
and the Wearley case June 24, 1943. 

The statement of principle in the Union 
Bed and Spring Company case quoted above 
is not directly referred to in the Hotel Mc- 
Allister case although the court apparently 
had it in mind. There, the owners of a 
Miami hotel purchased an apartment adjoin- 
ing their hotel and tore it down about a 
year later, At the time of purchase they 
did not intend to raze the apartment, but 
a real estate boom the following year made 
an addition to the hotel desirable. The 
apartment was demolished to make way for 
this addition. The court allowed the hotel 
owners a loss, because the intent to demolish 
was not present at the time of purchase. 


However, in the Wearley case, where the 
court arrived at a similar conclusion, the 
Union Bed and Spring Company opinion was 
cited as the authority. Here, the purchaser 
of a city block containing a number of 
buildings demolished several of the buildings 
pursuant to an intent formed some months 
after the purchase. The purchaser claimed 
a loss, relying on the Union Bed and Spring 
Company case. The court not only upheld 
him but went so far as to express the be- 
lief that the Commissioner would not have 
disallowed the deduction if the evidence 
showing that the intent to demolish was 
not present at the time of purchase had been 
brought to his attention. 

That the Commissioner agrees with the 
two district courts in principle is shown by 
his actions with respect to the later Tax 
Court case, Henry Phipps Estate, cited above. 
This case, decided on October 22, 1945, 
marks the most recent occasion on which 
this controversy has been in court. This 
time it was the taxpayer who wanted to 
depreciate the cost of old buildings and the 
demolition expense over the lives of new 





buildings. He contended this was proper 
because the demolishing was done with a 
view to replacement even though, at the 
time of purchase, he had intended to retain 
the old buildings and the decision to replace 
was not made until some time afterward. The 
Commissioner held out for a literal interpre- 
tation of the regulation and tried to have 
the taxpayer’s entire loss applied to the year 
of demolition. The Tax Court upheld the 
taxpayer. Although the Commissioner did 
not appeal, he did nonacquiesce (1946-2 CB 6) 
and has allowed his nonacquiesence to stand. 


Justifying its decision for the taxpayer, 
the Tax Court said: 


“Tt is true that cases hold that, where 
there is at time of acquisition of property 
intent to demolish and rebuild, no deductible 
loss occurs and the basis of the former 
property may be used in computation of 
depreciation; but it does not follow that 
such former basis may not likewise be in- 
cluded in other circumstances, that is, where, 
as here, there is the requisite intention to 
rebuild at the time of demolition.” 


This a clear statement that the single 
exception to loss on demolition stated in the 
regulation is not to be regarded as the only 
exception. The Commissioner’s nonacqui- 
escence, now five years old and still stand- 
ing, means that the government still does 
not accept this statement as the rule. 


The Appleby and Phipps theory that it is 
the intention to replace that defeats the loss, 
regardless of when formed, is supported by 
the cases involving replacement by a lessee 
under the terms of the lease. The courts 
have consistently held that, in these circum- 
stances, the cost of demolishing the old 
building is part of the cost of obtaining the 
lease with the lessee’s agreement to put up 
the new building (Young v. Commissioner, 3 
ustc J 967, 59 F. (2d) 691 (CCA-9, 1932), 
cert. den. 287 U. S. 652, aff’'g CCH Dec. 
6288, 20 BTA 692 (1930); Camp Wolters 
Land Company v. Commissioner, 47-1 ustc 
7 9184, 160 F. (2d) 84 (CCA-5); Laurene 
Walker Berger, CCH Dec. 15,509, 7 TC 
1339 (1947); King Street Realty Company, 
CCH Dec. 14,806(M), 4 TCM 945 (1946); 
Myer Dana, CCH Dec. 8472, 30 BTA 83 
(1934); Evangeline C. Harper, CCH Dec. 
7855, 27 BTA 293 (1932); Continental Illinois 
National Bank & Trust Company et al., Trus- 
tees (Estate of Tree) v. U. S., 37-1 ustc 
7 9095, 84 Ct. Cls. 405, 18 F. Supp. 229; Smith 
Real Estate Company v. Page, 1932 CCH 
Standard Federal Tax Reports § 9425, 60 F. 
(2d) 592 (DC R. I.), aff’d 1933 CCH Standard 
Federal Tax Reports { 9563, 67 F. (2d) 462 
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Nobody has taken the trouble to try to 
settle the conflict over demolition losses 
so as to arrive at a rule that all parties 
will accept. 


(CCA-1); Anahma Realty Corporation, CCH 
Dec. 5198, 16 BTA 749 (1929), aff’g 2 ustc 
7 528, 42 F. (2d) 128 (CCA-2, 1930), cert. 
den. 282 U. S. 854; Spinks Realty Company, 
CCH Dec. 6534, 21 BTA 674 (1930), aff’d 
1932 CCH Standard Federal Tax Reports 
q 9560, 62 F. (2d) 860 (CA of D. C.)). 


In these cases the owner does not buy the 
building with the idea of finding a lessee 
who will put up a new building. The idea 
of a new building is something that develops 
afterward; and if (as the courts hold) the 
cost of demolition in these cases, pursuant 
to an intent formed after acquisition, is part 
of the cost of a new asset, namely, the lease, 
in the Appleby and Phipps situations the 
cost of demolition, pursuant to an intent 
formed after acquisition, is also part of the 
cost of a new asset, namely, the new build- 
ing. As the Ninth Circuit put it in Young v. 
Commissioner, if “the lessors added to their 
assets, or substituted property for another 
form of capital assets . . . the cost of work- 


ing out the change would be an expense to 
be classed as a contribution to assets, and 
would not be immediately deductible as an 
expense charge against the income account.” 
(Italics supplied.) As the Second Circuit 
said in Anahma Realty Corporation: “there 
was a substitution of assets rather than a 


loss sustained 
building.” 


Incidentally, in the Young case, which was 
decided subsequent to the Union Bed & 
Spring Company decision, the appellate court 
specifically rejected the theory that there 
is a loss on every demolition except those 
done pursuant to an intent formed at the 
time of purchase. The court recognized 
that the regulation specifies ‘an administra- 
tive practice rule of binding effect.” How- 
ever, it felt that the fact that the rule, as 
stated, has limited applicability does not by 
implication preclude its application also to 
cases where the intent to raze is formed 


in the substitution of the 


subsequent to purchase. The court took the . 


position further that the form of the regula- 
tion, with a general statement that deductions 
are allowed for demolition, followed by a 
statement of one exception to this general 
proposition, does not mean that the stated 
exception is the only exception to the 
general rule. 


Building Losses 


‘deduction if he can. 


It is interesting to find that although there 
has been for some time at least some area 
of conflict over demolition losses, nobody 
has taken the trouble to try to settle the 
conflict so as to arrive at a rule that all 
parties will accept. 


For example, as we have seen, at least 
two courts and the Commissioner of Inter- 
nal Revenue believe the Union Bed & Spring 
Company and Appleby decisions conflict. 
When two appellate courts disagree, it is 
usually only a matter of time before the 
matter is brought to the Supreme Court. 
This has not been done here although the 
later of the two appellate court decisions, that 
in the Appleby case, is now almost ten years 
old. It is possible that nobody really wants 
the matter settled. The fact that although 
the Commissioner has let his nonacquiscence 
in the Phipps case stand for five years, he 
did not appeal within the time limit can be 
justly interpreted as indicating that he 
neither accepts the Appleby rule nor wants 
it finally rejected. 


As a matter of fact this is not the simple 
situation where the taxpayer always claims 
a loss and the Commissioner disallows the 
Sometimes the tax- 
payer finds it more to his advantage to de- 
preciate his demolition cost over the years 
than to take it all as a loss in one 
year. That is what happened in both the 
Appleby and the Phipps cases, and, whenever 
this happens, the Commissioner will natu- 
rally try to force the taxpayer to take the 
entire loss in the one year if such a course 
will mean more revenue for the government. 
Again, that is what happened in the Appleby 
and Phipps cases. Therefore, both sides 
have an inducement not to press for the 
establishment of a fixed rule—keeping the 
matter flexible gives both the option of tak- 
ing whatever position promises most in any 
given case. 


This analysis of the situation is borne out 
by the recent cases which show that neither 
the taxpayers (looking at them as a group) 
nor the government has been consistently 
on either the Appleby side of the question 
or the Union Bed & Spring Company side. 
For example, in the Appleby and Phipps 
cases the taxpayer tried to depreciate his 
cost, holding out for the liberal interpreta- 
tion of the regulation. The Commissioner 
took the narrow view, claiming that since 
the intent to demolish had not been present 
at the time of acquisition, the entire deduction 
must be taken in one year. On the other 
hand in the McCarthy and Wearley cases 
where the taxpayer wanted the entire de- 


(Continued on page 74) 
57 





FAILURE TO FILE A RETURN IS EXCUSABLE UPON AN 
AFFIRMATIVE SHOWING OF REASONABLE CAUSE BUT: 


What Constitutes Reasonablea 


T AXPAYERS are not generally aware 
of the fact that a slight deviation from 
the required tax pattern can burden them with 
penalties and interest, the net effect of 
which may prove almost as onerous as the 
tax itself.’ 

One of the more important penalties, and 
one usually never considered by taxpayers, 
is that imposed for failure to file a return 
on time under the Internal Revenue Code. 
This provision® states: 


“In case of any failure to make and file 
return required by this chapter, within the 
time prescribed by law or prescribed by the 
Commissioner in pursuance of law, unless it 
is shown that such failure is due to reason- 
able cause and not due to willful neglect, 
there shall be added to the tax: 5 per centum 
if the failure is for not more than thirty 
days with an additional 5 per centum for 
each additional thirty days or fraction there- 
of during which such failure continues, not 
exceeding 25 per centum in the aggregate. 
The amount so added to any tax shall be 
collected at the same time and in the same 
manner and as a part of the tax unless the 
tax has been paid before the discovery of 
the neglect, in which case the amount so 
added shall be collected in the same manner 
as the tax. The amount added to the tax 
under this section shall be in lieu of the 
25 per centum addition to the tax provided 
in section 3612 (d) (1).” 


1The penalties under the statutes may be 
divided into two classes: (1) specific penalties 
pursuant to Code Sec. 145 for willful failure 
to pay the tax, make a return or declaration, 
keep records or supply information as is re- 
quired by law or regulations, or for willful 
attempts to evade or defeat any tax or payment 
thereof, or for willful making and subscribing 
to a return in which every material matter is 
not believed to be true and correct; and (2) ad 
valorem penalties pursuant to Code Secs. 291-298 


As will be shown, “reasonable cause” 
may be dependent upon advice of counsel. 


The Commissioner of Internal Revenue 
recognizes that certain delinquencies stem 
from human fallibilities, and in such cases 
the local collectors have jurisdiction to 
waive the penalty. These excuses generally 
comprise the following situations: The re- 
turn was mailed before the deadline but 
was not received at the collector’s office 
until after the due date; the return was 
mailed in time but to the wrong office; the 
taxpayer was unable to procure the proper 
tax blanks, although he applied for them 
in time; the late filing was due to serious 
illness of the taxpayer or in his immediate 
family; or the late filing was due to fire 
or other casualty of the taxpayer’s business 
or residence. 


A taxpayer who wishes to avoid the addi- 
tion to the tax for delinquency must make 
an affirmative showing of all the facts 
alleged as a reasonable cause for failure 
to file the return on time in the form 
of an affidavit which should be filed with 
the collector who, unless otherwise directed 
by the Commissioner, will forward the aff- 
davit for adjudication on this point.’ 


In determining whether the penalty should 
be applied, two principles must be followed: 


(1) “Reasonable cause” means nothing 
more than the exercise of ordinary business 
care and prudence.‘ 


for failure to file a return, delinquent payment 
of tax, deficiency arising out of negligence and 
deficiency arising out of fraud. Specific penal- 
ties are enforced by suit, whereas ad valorem 
penalties are added to and assessed as part of 
the tax. 

2 Code Sec. 291 (a). 

3 Regs. Sec. 1513. 

* Southeastern Finance Company v. Commis- 
sioner, 46-1 ustc { 9157, 153 F. (2d) 205 (CCA-5). 
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sleKause? 


By HAROLD KAMENS and WILLIAM A. ANCIER 


(2) The penalties imposed under 
the revenue laws were designed 
to attach to conduct of a taxpayer 
which is intentional, or knowing, 
or voluntary as distinguished from 
accidental.® 


The issue of deciding whether failure to 
file a return was due to reasonable cause 
becomes involved when the delinquent tax- 
payer offers as his excuse the advice of 


another who is allegedly an expert in such 
matters. 


Although the guiding principle is still a 
determination that the taxpayer must have 
exercised ordinary business care and prud- 
ence, the inquiry shifts to an investigation 
of whether the choice of the adviser, and 
reliance upon his advice, constituted ordi- 
nary business care and prudence by the 
taxpayer. Obviously, if the taxpayer should 
ask advice of a friend whose only qualifi- 
cation was that he too had once been the 
subject of a possible 25 per cent penalty 
but had been informed by the collector that 
the penalty would not be imposed in his 
case, such reliance would hardly justify 
the taxpayer in assuming that his case was 
identical with that of his friend. 


Upon whom should reliance be placed 
to avoid application of the penalty? Is 
a bona fide belief that a particular taxing 
statute does not apply sufficient to avoid 
the penalty? Suppose the adviser has know]l- 
edge of all relevant facts but inadvertently 
fails to file the return? Suppose the ad- 
viser mistakenly construes the law? 


The answers to these questions are slowly 
being propounded by the courts. 


5U. 8. v. Murdock, 3 ustc { 1194, 290 U. S. 389, 
54 S. Ct. 223 (1933); Hatfried, Inc. v. Commis- 
sioner, 47-1 ustc § 9294, 162 F. (2d) 628 (CCA-3). 


What Constitutes Reasonable Cause? 


The authors are counselors at law, Newark, New 
Jersey, who have written often for this magazine. 
Mr. Kamens was formerly an internal revenue agent, 
Bureau of Internal Revenue, Newark. 


Counsel upon whom taxpayers usually 
rely for advice include (1) Bureau officials, 


(2) “tax counsel,” (3) accountants and (4) 


lawyers. 


Bureau Officials 


Ordinarily one would conclude that if 
the Bureau of Internal Revenue is the 
organization which will pass initially upon 
the question whether a taxpayer should 
have filed a certain return, such taxpayer 
uses ordinary business care and prudence 
by inquiring of the Bureau as to the neces- 
sity for so filing in his particular case and 
relying on such advice. However, this 
course of action is not always satisfactory. 


Petitioner corporation in Lawrence Block 
Company, Inc.,> was engaged in the real 
estate brokerage business. In March, 1941, 
its secretary-treasurer, who had been in 
charge of preparing tax returns for various 
employers for some 20 years, made inquiry 
of the office of the collector of internal 
revenue. He talked to a-man at the counter, 
explained the nature of the employer’s busi- 
ness and asked whether the corporation was 
subject to an excess profits tax. He was 


_ informed that a corporation such as peti- 


tioner was not required to file an excess 
profits tax return, and, relying on this ad- 
vice, the officer did not prepare or file 
such return. 


° CCH Dec. 16,854, 12 TC 366 (1949). 





Subsequent inquiry by him in 1940 at 
the collector’s office brought about the dis- 
covery that the corporation had been subject 
to such a tax in the prior year, about which 
he had previously inquired. The court, in 
holding the petitioner had not established 
reasonable cause for its failure to file, stated: 


“The record does not show that in his 
inquiry at the office of the collector in March 
1941 [the secretary-treasurer] gave such 
information to the person from whom the 
inquiry was made as would enable that 
person properly to advise him with respect 
to the necessity for filing excess profits 
tax returns, or that such person was there 
for the purpose of advising taxpayers or had 
such knowledge of petitioner’s business as 
would enable him to give reliable advice. 
So far as the record shows, he may have 
talked to a file clerk or some subordinate 
employee of the collector’s office whose 
duties were in no way connected with ad- 
vising taxpayers. He did not get the name 
of the person with whom he talked and did 
not discuss with [the president of the cor- 
poration] the result of the interview.” 


If, however, the taxpayer fully discusses 


the situation with the local collector and 


his subordinates, he may safely rely on 
their advice, and if a tax is subsequently 
assessed, no penalty will be imposed for 
delinquent filing.’ 


Should a taxpayer decide to seek Bureau 
advice, it would be wise for him to ascer- 
tain specifically whether the person he 
consults is authorized to give advice to 
taxpayers, to make a record of his informant’s 
name and position and the time and place 
of the interview and to be certain to make 
full disclosure of his tax situation. It may 
be noted in passing that it is not material 
to a hearing on imposition of a penalty to 
prove an internal revenue agent subsequently 
examined a return of the taxpayer for a 
different tax, as a result of which examina- 
tion it is alleged the agent should have 
advised the taxpayer to file the required 
return.2 However, if the taxpayer can’show 
that the agent had before him a complete 
disclosure of all pertinent facts and the 
taxpayer relied in good faith on the agent’s 
failure to make mention of the required 
return, reasonable cause can be thereby es- 
tablished.’ 


7 Fairfax Mutual Wood Products Company, 
CCH Dec. 14,881, 5 TC 1279 (1945). 

8 Hermax Company, Inc. v. Commissioner, 
49-2 ustc { 9371, 175 F. (2d) 776 (CA-3), aff’g, 
per curiam, CCH Dec. 16.605, 11 TC 442 (1948). 

® Hugh Smith, Inc., CCH Dec. 15,690, 8 TC 
660 (1947). 


“Tax Counsel”’ 


It is the vogue of the day in this tax- 
ridden era for so-called experts to spring 
up and proclaim themselves as “tax coun- 
sel.” They are usually unfettered by pro- 
fessional standards. There can be no doubt 
that a number are, through study and 
experience, qualified to give competent ad- 
vice, but the courts are very chary of 
countenancing reliance on such advice as 
the mark of ordinary business care and 
prudence. 


The Hermax case” points out the danger 
a taxpayer runs when his action or nonac- 
tion stems, even though unknowingly to 
him, from the advice of one unrecognized 
as a competent adviser. 


Hermax Company, Inc., was organized 
under the laws of New Jersey in 1943 to 
acquire, hold and manage real property. 
Shortly prior to the incorporation, X, a 
public accountant who had been employed 
for many years by the proposed stockholders 
to prepare and keep their books of account, 
was asked by the attorneys for the principals 
whether there was any tax reason why the 
corporation should not be formed. He an- 
swered there was not. He was not asked 
at that time or later whether petitioner was 
a personal holding company. 


At about the time the petitioner was in- 
corporated, X consulted with Y, the “tax 
man” of his accounting partnership, as to 
whether petitioner would be or was a 
personal holding company. Reliance being 
placed upon one section’ of the Internal 
Revenue Code without any consideration 
of the preceding section (which indicated 
the petitioner would be a personal holding 
company), it was concluded petitioner would 
not be such an organization. X did not 
consult with anyone else on this question 
and did not seek or obtain advice of counsel. 


The testimony at the hearing wherein it 
was concluded petitioner was subject to 
the personal holding company surtax brought 
out that X, who held a college degree in 
commerce, had taken a night course in 
accounting .from a Newark school, had 
worked since 1918 as an accountant and in 
1935 had obtained a United States Treasury 
card as a result of passing an examination.” 


1° Cited at footnote 8. 

11 Treasury Department Circular No. 230 per- 
mits qualified persons to practice before it. 
Attorneys at law and certified public accounts 
are generally given enrollment cards, popularly 
known as ‘‘green cards,’’ without examination. 
Other applicants must show they possess good 


60 January, 19552 e TAX ES—The Tax Magazine 





The court disclaimed any knowledge, ju- 
dicial or otherwise, as to the prerequisites 
for holding such a card and decided that 
this fact alone could not be taken as com- 
pelling evidence that he had expert knowl- 
edge in the field of federal tax law. 


It was held there was no evidence that 
X had any expert knowledge of such tax 
laws, and the fact that he consulted a 
“tax man” corroborated his lack of knowl- 
edge. As to Y, the court reasoned, the fact 
that he read only one section to the exclu- 
sion of other relevant sections in considering 
the question of petitioner’s personal holding 
company status indicated he was not quali- 
fied to give advice to others on questions 
of law involving the provisions of the In- 
ternal Revenue Code.” The court held 
petitioner had not shown reasonable cause 
for failure to file a timely return. 


Accountants 


It is now settled law that bona fide re- 
liance by a taxpayer on the advice of a 
licensed accountant (certified public ac- 
countant) amounts to the exercise of such 
ordinary business care and prudence as to 
constitute reasonable cause for failure to file 
a return.” 


Until a short time ago the argument was 
strongly advanced by the Commissioner 
that where all responsibility for the prepa- 
ration of tax returns has been delegated to 
an agent, the taxpayer should be held to 
accept the agent’s efforts cum onere and be 
chargeable with his negligence. This was 
also the thought of at least the Court of 
Appeals for the Second Circuit ™* until the 
present year when it reversed itself.” 


In the Haywood case, the secretary of the 
petitioner corporation was responsible for 
the corporate tax returns and was aware 
of the personal holding company surtax 
statute, although he had never studied its 
application. He engaged a CPA, who ad- 
mittedly was experienced in tax matters, 


(Footnote 11 continued) 


character and reputation, adequate education 
and knowledge of the laws and regulations 
relating to tax matters. 


22The court raised, without answering, the © 


question whether it was proper for either X or 
Y to give such advice, per In re Bernard Bercu, 
738 N. Y. S. (2d) 209 (1st Dept., 1948), aff’d, 
without opinion, New York Court of Appeals, 
July 19, 1949. 

13 Hatfried, Inc. v. Commissioner, 47-1 ustc 
9294, 162 F. (2d) 628 (CCA-3); Brooklyn and 


What Constitutes Reasonable Cause? 


to prepare petitioner’s tax return. He fur- 
nished the accountant all information re- 
quested by him for making out the return. 
The accountant was aware that petitioner 
was a personal holding company but through 
inadvertence did not discuss the possibility 
of such status with the secretary or submit 
the necessary returns. 


Should not the taxpayer be held liable for 
this negligence? No, decided the court. 
To impute to the taxpayer the mistakes of 
his consultant would be to penalize it for 
consulting an expert, for if the taxpayer 
must take the benefit of counsel’s advice 
cum onere, the taxpayer must be held to a 
standard of care which is not its own and 
one which, in most cases, would be far 
higher than that exacted of a layman. 


The case, when decided by the Tax Court, 
caused quite a stir in tax circles until its 
reversal,” for the lower court also laid down 
the novel rule that a taxpayer cannot pos- 
sibly rely on his consultant’s advice—he 
must affirmatively investigate on his own 
account or at least specifically inquire of 
a qualified tax adviser concerning the tax 


consequences arising from the taxpayer’s 


particular set of circumstances. This view 
was promptly rejected by the upper court. 


“When a taxpayer selects a competent tax 
expert, supplies him with all necessary 
information and requests him to prepare 
proper tax returns, we think the taxpayer 
has done all that ordinary business care and 
prudence can reasonably demand. . . . We 
doubt if anyone would suggest that a client 
who stated the facts of the case to his 
lawyer must, in order to show ordinary busi- 
ness care and prudence, inquire specifically 
about the applicablity of various legal prin- 
ciples which may be relevant to the facts 
stated.” ™ 


It goes almost without saying that by 
itself, advice by a reputable counsel that 
no return need be filed will not constitute 
reasonable cause for the taxpayer’s failure 
to file; it must also be shown that the tax- 
payer acted in good faith.* 


Richmond Ferry Company, 
16,115, 9 TC 865 (1947). 

14 Berlin v. Commissioner, 3 ustc J 966, 59 F. 
(2d) 996 (CCA-2, 1932). 

1% Haywood Lumber and Mining Company, 
50-1 ustc { 9131, 178 F. (2d) 769 (CA-2), rev’g 
CCH Dec. 16,956, 12 TC 735 (1949). 

1% See ‘“‘What Is Competent Tax Advice?’’ 
TAxEs—The Tax Magazine, January, 1950. 

" Hatfried, Inc. v. Commissioner, cited at 
footnote 13. 

18 Frederick Smith Enterprise Company, CCH 
Dec. 15,828(M), 6 TCM 594 (1947). 


Inc., CCH Dec. 
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It will be noted that the requirement that 
taxpayer consult an expert is bottomed on 
the legislative requirement that his failure 
to file be based on reasonable cause and not 
be due to willful neglect. The government 
insists that the taxpayer consult a qualified 
adviser, not so much to obtain the right 
answer but to prove his good faith by so 
acting. The likelihood, of course, is that if 
the adviser is an expert, he will come up 
with the proper advice. 


However, the taxpayer must further prove 
his good faith by making a full disclosure 
to his consultant, for if the latter is not 
adequately informed of the relevant facts, 
reliance on his advice will not avoid the 
penalty.” As a matter of fact, the courts 
have taken a keen interest in the taxpayer’s 
intelligence, education, business knowledge 
and tax awareness,” for the statement by a 
man of little education that he entrusted all 
these complicated matters to his accountant 
is germane to a finding of good faith. 


Basic in the rule that advice of counsel 
that a taxpayer was not liable for the tax 
constitutes reasonable cause for failure to 
file a timely return is the requirement that 
the taxpayer must rely on such advice. 
Should the layman, having gained a smat- 
tering of knowledge of the tax laws, consult 
reputable counsel yet form his own conclu- 
sions as to tax liability, the penalty will be 
imposed. 


The Genesee Valley Gas Company, Inc., de- 


21 


cision ™ clearly illustrates this danger. The 
petitioner corporation reorganized in 1939 
under the Bankruptcy Act and, by reason 
of changes in its capital structure made 
therein, became subject to the personal 
holding “company surtax, since more than 
50 per cent in value of its outstanding stock 
was owned by not more than five indi- 
viduals. 


The petitioner, through its officers, pre- 
pared its own tax returns, and in each 
return stated it was not a personal holding 
company. At the hearing it was brought 
out that the taxpayer’s president thought he 
knew what a personal holding company was 
and had a definite opinion on the subject.” 


The corporation’s accountant made an an- 
nual audit of petitioner’s books and in the 
process of such checked the corporation’s 
income tax returns with the books. He 
also examined the stock-certificate book and 
the stubs but never gave any consideration 
to the personal holding company issue, since 
he was not requested or employed so to do. 


The firm of attorneys engaged. by peti- 
tioner to conduct its reorganization pro- 
ceedings were, of course, familiar with the 
character of the business and stock struc- 
ture, both before and after the reorganiza- 
tion, but did not advise the petitioner that 
as a result of the reorganization it became 
a personal holding company. It did not 
appear that this firm or any member of it 
knew that more than 50 per cent of the 
outstanding capital stock of the petitioner 
was owned by not more than five share- 
holders. 


Another firm of attorneys had been pre- 
viously employed in a special case involv- 
ing tax questions but had not participated 
in the reorganization proceedings. A mem- 
ber of this firm was employed by petitioner 
to check and revise its draft of its income 
tax return for 1939, which draft so sub- 
mitted for examination contained the answer 
“No” to the question whether petitioner 
was a personal holding company. It did 
not appear that the draft contained data 
which would advise the examining attorney 
that petitioner had that status, and this 
attorney was not asked for advice as to 
whether petitioner came within this classifi- 
cation. , 


Petitioner contended that reasonable cause 
existed for its failure to file a timely return 
both because of the belief of its officers that 
it did not constitute a personal holding 
company and because none of the above 
consultants had ever advised it that it was 
a personal holding company and should file 
a return. 


The court quickly disposed of the first 
argument, since it is settled that ignorance 
of the law™ is no excuse, and held against 
the corporation on the second contention, 





1%” Tarbox Corporation, CCH Dec. 14,920, 6 TC 
35 (1946). 

20 Orient Investment and Finance Company, 
Inc. v. Commissioner, 48-1 ustc { 9162, 166 F. 
(2d) 601 (CA of D. C.); Genesee Valley Gas 
Company, Inc. v. Commissioner, 50-1 ustc J 9154, 
180 F. (2d) 41 (CA of D. C.). 

21 Cited at footnote 20. 

22 The officer erroneously assumed that a per- 
sonal holding company was a holding company 


whose stock was owned by one individual or 
a family group, a common lay belief. It is not 
unusual even today to find misconceptions on 
this subject among accountants and lawyers, 
the principal thought being that the law was 
aimed exclusively at the ‘‘incorporated pocket- 
book’’ transaction. See Hatfried, Inc, v. Com- 
missioner, cited at footnote 13. 
23 Tarbox Corporation, cited at footnote 19. 
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inasmuch as the petitioner had formed its 
own conclusions without reliance on its 
experts. 


Lawyers 


Both the Treasury Department * and the 
Tax Court™ recognize that lawyers, as a 
class, are qualified without further examina- 
tion to represent taxpayers in proceedings 
before these bodies, and the courts have 
accordingly held that reliance in good faith 
on the advice of such counsel that a return 
need not be filed constitutes reasonable 
cause on the part of the taxpayer.” 


Although the phraseology in the cases is 
usually that reliance on the advice of “rep- 
utable counsel’ constitutes reasonable cause, 
there seems to be no case on record where 
the Commissioner has contended or the 
courts have held that counsel must have 
had extensive experience in tax matters. 
The Tarbox case™ does disclose a holding 
that failure to file, after a lawyer had been 
consulted, did not relieve the taxpayer 
from the penalty, but a close reading of the 
opinion will show that after the sole stock- 
holder consulted his attorney, the two went 
out together to engage an accountant to 
prepare petitioner’s federal tax return and 
that when the stockholder submitted the 
completed return to the lawyer for advice, 
the latter stated the accountant was more 
competent to pass on such tax matters than 
he and therefore disclaimed counsel. 


In view of the growing judicial thought 
that advising the public on tax matters con- 
stitutes the practice of law,” a holding that 
reliance on a lawyer for tax advice did not 
constitute reasonable cause for failure to file 
would lead to an anomalous and confusing 
situation. 


24 Treasury Department Circular No. 230. 


% Rule 2, Rules of the Tax Court of the 
United States. 


6 Lindback Foundation v. Commissioner, 45-2 
ustc § 9419, 150 F. (2d) 986 (CCA-3), aff’g, per 
curiam, CCH Dec. 14,347, 4 TC 652 (1945); 
Bond Auto Loan Corporation v. Commissioner, 
46-1 ustc { 9143, 153 F. (2d) 50 (CCA-8); Dayton 
Bronze Bearing Company v. Gilligan, 1922 CCH 
Standard Federal Tax Reports { 2050, 281 F. 
709 (CCA-6); Safety Tube Corporation, CCH 
Dec. 15,703, 8 TC 757 (1947); Citizens Mutual 
Investment Association, CCH Dec. 13,237(M), 
2 TCM 177 (1943). 

*7 Cited at footnote 19. 


% See In re Bernard Bercu, cited at foot- 
note 13. 


22?CCH Dec. 17,401, 13 TC 1059 (1950). 
What Constitutes Reasonable Cause? 


“If you want a description of our age, 
here is one. The civilization of means 
without ends; rich in means beyond any 
other epoch, and almost beyond human 
needs; squandering and misusing them, 
because it has no overruling ideal: an 
ample body with a meager soul.”’-— 
Sir Richard Livingston of the University 
of Oxford. 


Two other situations defining reasonable 
cause may be of some assistance to tax- 
payers facing late-filing penalties. In the 
case of J. T. Wurtsbaugh,™ Transferee, the 
corporate taxpayer had dissolved in 1941 
and did not file a tax return for 1942, be- 
lieving it had no income. The Commis- 
sioner determined that there was income in 
1942 and sought to impose a delinquency 
penalty, stating that the question of whether 
there was income in 1942 was one that 
“invited controversy.” The Tax Court con- 
cluded that sufficient reasonable cause for 
not filing the return existed and voided the 
delinquency penalty. 


Where taxpayer mailed her return to- 
gether with a check to the collector, who 
had no record of receiving the return and 
had not cashed the check, this failure of 
the mails was deemed to be adequate rea- 
sonable cause. (W. M. Ferguson, Jr.”) 


Should counsel be confronted with a re- 
quest for tax advice, the following remarks 
may be helpful: 


(1) Insist that the taxpayer, for his own 
protection, make a full disclosure of all the 
facts relevant to his tax situation, with par- 
ticular attention, where applicable, to cor- 
porate structure. Instead of focusing on 
the tax problem presented by the client, 
view the situation in a general, tax-inclusive 


% CCH Dec. 17,642, 14 TC 846 (1950). 


31In the Haywood case (cited at footnote 15), 
the taxpayer's officer testified: ‘‘I advised him 
(the accountant), ‘Here are the Haywood fig- 
ures’—I had brought my books with me—‘if 
there have been any changes in the law we 
don’t know about, you tell us and prepare the 
return’.’’ 


% For example, the question on Form 1120 


. (Corporation Income Tax Return), ‘‘Is the cor- 


poration a personal holding company within the 
meaning of Sec. 501 of the Internal Revenue 
Code?’’ and related questions on Forms 1041 
(Fiduciary Income Tax Return) and 1065 (Part- 
nership Return of Income). The majority of 
cases dealing with the penalty issue on delin- 
quent filing arise from personal holding com- 
pany situations. 
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aspect, so that the client can truthfully an- 
swer, if the need arises, that he left to his 
lawyer the determination of all questions 
dealing with taxes and the necessity for 
filing any and all returns.” 


(2) If a return is being filed, prepare the 
answers yourself which require drawing a 
legal conclusion.” 

(3) If the conclusion of law you draw is 
not capable of definite determination from 


the cases, Regulations or other material, 
attach a rider or schedule to the return 
explaining your stand.* 


(4) Consider the advisability of the fol- 
lowing courses of action if the taxpayer 
wishes to settle as definitely as is possible 
the determination of the tax or the neces- 
sity of filing a return: (a) seeking a Bureau 
ruling on your case™ or (b) seeking advice 
from the local collector’s office.* [The End.] 


COMMISSIONER DUNLAP BEGINS BUREAU REORGANIZATION 


Commissioner John B. Dunlap announced 
last month the first major reorganization 
in the Bureau of Internal Revenue since he 
was placed in charge. This is the stream- 
lining of the former Income Tax Unit into 
a new Income Tax Division. The old Unit 
had 1,601 employees whereas the new Divi- 
sion has 1,488, or a reduction of 113. These 
will be transferred out of the Division to 
other pressing work. 


The Commissioner stated that the reor- 
ganization plans had been discussed with 
the King Subcommittee investigating the 
Bureau of Internal Revenue and that the 
subcommittee was in thorough accord with 
the objectives of the reorganization. 


The Commissioner also announced that 
the subcommittee staff has been participat- 
ing and will continue to participate actively 
in further discussions and studies which 
will be made by the Bureau looking towards 
the reorganization of other divisions of the 
Bureau. 


The former organization consisted of 13 
major divisions, the work of which has 
been distributed and reassigned according 
to functions. This has resulted in the tele- 
scoping of 13 divisions into five divisions, 
now known as branches. ‘ 





% The following is an acceptable form: 

“On advice of counsel that X association, a 
voluntary employees’ beneficiary association, 
was exempted from taxation, no income tax 
return has heretofore been prepared or filed. 
The association was organized on a mutual 
insurance or beneficial basis for purely non- 
profit purposes. It has always been conducted 
without benefit of any kind to any private 
shareholder or individual. It has existed solely 
for the purpose of paying life, sick, accident 
or other benefits to its members. It has accom- 
plished this purpose by the collection annually 
of amounts from members in excess of 85 per 


There has been established within the 
Division a new Field Supervisory Service 
under the administrative direction of the 
Deputy Commissioner in charge. It will be 
the duty and responsibility of the field 
supervisors to coordinate on a nation-wide 
basis the activities of the 39 field districts 
in the interest of uniformity, effectiveness 
and economy of operation. The field super- 
visors’ duties will extend to the investiga- 
tion of matters relating to personnel activities 
and to the conduct of all investigations 
or inspections which the Deputy Commis- 
sioner may from time to time direct. 


There has also been created in the new 
Income Tax Division an Analysis and Plan- 
ning Staff under the direct supervision of 
the Deputy Commissioner. The technicians 
assigned to the group will conduct contin- 
uing, independent research and study of 
legislative, administrative and procedural 
problems bearing upon the functional opera- 
tions of the new Division. The group will 
analyze special case reports on the subject 
of tax avoidance under existing law and 
regulations and will also report upon in- 
stances in which inequities exist to the dis- 
advantage of the taxpayer. 


cent of the. association’s income. The cost of 
conducting the association’s affairs and carrying 
on its purposes has been met in part by vol- 
untary contributions by members’ employer. 
Hence this return is filed under protest.’’ 

% For procedure and helpful hints, see ‘‘How 
and When to Obtain Bureau Rulings,’’ TAxES— 
The Tax Magazine, January, 1950. There are 
several factors which must be carefully weighed 
before it is decided to pursue this course. 

% If this choice is followed, pay particular 
heed to the Lawrence Block case, cited at foot- 
note 6. 
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IL 
Hort v. Commissioner 


Substitutions Betake 
the Treatment of the Original 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 


at! HINGES equall to one and the selfe 
same thyng: are equall also the one 
to the other.”* But in the non-Euclidean 
world of the Internal Revenue Code, if 
something is substituted for its equivalent, 
will the same rules of taxation apply? 


Walter M. Hort leased to the Irving 
Trust Company for 15 years the main floor 
of a building that he owned in New York 
City. Thereafter a change in the neighbor- 
hood began to be noticed, and after six 
years the trust company found it unprofit- 
able to maintain a branch in that building. 
A subtenant could not be found.  Ulti- 
mately, Irving agreed to pay Hort $140,000, 
and the lease was then cancelled. ‘“Where’s 
that $140,000?” demanded the Commissioner 
as he” scanned the landlord’s gross income 
per tax return. “I had no income on that 
deal,” explained Hort, “for the questioned 
$140,000 actually was less than the difference 
between the present value of the unmatured 
rental payments and the fair rental value 
of the space for the unexpired portion of 
the lease, but I just won’t bother to claim 
my loss because I had other losses in 
excess of gross income.” Well ... ,”3 
announced the Commissioner. “And any 
way,” continued the landlord, “the income 
was capital and not ordinary.” 


On March 31, 1941, Mr. Justice Murphy 
delivered the opinion of the Supreme Court:* 


“The amount received by petitioner for 
cancellation of the lease must be included 
in his gross income in its entirety. 
Plainly this definition [of gross income] 
reached the rent paid prior to cancellation 
just as it would have embraced subsequent 
payments if the lease had never been can- 
celed. It would have included a prepayment 


1 Euclid, The Elements of Geometrie (London, 
John Daye, 1570), folio 6. 

2*‘As a matter of legal fiction, the Commis- 
Sioner of Internal Revenue does all the work 
singlehanded.’’ George J. Schoeneman, ‘‘We 
Try to Make It Easy For You,’’ The Saturday 
Evening Post, March 5, 1949, p. 130. 


Tax Classics 


of the discounted value of unmatured rental 
payments whether received at the inception 
of the lease or at any time thereafter. Sim- 
ilarly, it would have extended to the pro- 
ceeds of a suit to recover damages had the 
Irving Trust Co. breached the lease instead 
of concluding a settlement. That the 
amount petitioner received resulted from 
negotiations ending in cancellation of the 
lease rather than from a suit to enforce it 
cannot alter the fact that basically the pay- 
ment was merely a substitute for the rent 
reserved in the lease. So far as the appli- 


‘cation of §22(a) is concerned, it is imma- 


terial that petitioner chose to accept an 
amount less than the strict present value. 
of the unmatured rental payments rather 
than to engage in litigation, possibly un- 
certain and expensive. 

“The consideration received for cancella- 
tion of the lease was not a return of capital. 
We assume that the lease was ‘property,” 
whatever that signifies abstractly. . 3 
Simply because the lease was ‘property’ the 
amount received for its cancellation was not 
a return of capital, quite apart from the 
fact that ‘property’ and ‘capital’ are not 
necessarily synonymous in the Revenue Act 
of 1932 or in common usage. Where, as in. 
this case, the disputed amount was essen- 
tially a substitute for rental payments which 
§ 22(a) expressly characterizes as gross in- 
come, it must be regarded as ordinary 
income, and it is immaterial that for some 
purposes the contract creating the right to- 
such payments may be treated as ‘property’ 
or ‘capital.’ 

“For the same reasons, that amount was 
not a return of capital because petitioner 


‘acquired the lease as an incident of the 


3 “For the vocal equivalent of the printed dot, 
see my early pamphlet, Whither BBCmanship?’” 
Stephen Potter, Some Notes on Lifemanship- 
(New York, Henry Holt and Company, 1950), 


. 30. 
* Hort v. Commissioner, 41-1 ustc { 9354, 313 
U.S. 28. 
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realty devised to him by his father. Theoreti- 
cally, it might have been possible in such a 
case to value realty and lease separately 
and to label each a capital asset. But 
that would not have converted into capital 
the amount petitioner received from the 
Trust Co. since § 22(b)(3) of the 1932 Act 
(47 Stat. 169, 178) would have required him 
to include in gross income the rent derived 
from the property, and that section, like 
§ 22(a), does not distinguish rental pay- 
ments and a payment which is clearly a 
substitute for rental payments. 


“We conclude that petitioner must report 
as gross income the entire amount received 
for cancellation of the lease without regard 
to the claimed disparity between that amount 
and the difference between the present value 
of the unmatured rental payments and the 
fair rental value of the property for the 
unexpired period of the lease. The can- 
cellation of the lease involved nothing more 
than relinquishment of the right to future 
rental payments in return for a present sub- 
stitute payment and possession of the leased 
premises. Undoubtedly it diminished the 
amount of gross income petitioner expected 
to realize, but to that extent he was re- 
lieved of the duty to pay income tax. Noth- 
ing in §23(e) indicates that Congress 
intended to allow petitioner to reduce ordi- 
nary income actually received and reported 
by the amount of income he failed to 
realize. We may assume that peti- 
tioner was injured in so far as the cancella- 
tion of the lease affected the value of the 
realty. But that would become a deductible 
loss only when its extent had been fixed 
by a closed transaction.” 


HE Supreme Court’s opinion in the 

Hort case was suggestive of a 
starting point for the development of a 
line of authorities which would deal with 
the type of problem on a broad basis.” ® 
“Hort v. Commissioner is the leading Supreme 
Court case on this point.” * 


A tenant defaulted on its rent. Subse- 
quently the tenant found another party 
willing to take over the space, and the 
landlord issued a new lease. A payment by 
the original tenant to settle its liability for 
the unexpired portion of the lease was 


5 Samuel H. Levy, ‘‘The Line Between a Sale 
of Property and the Anticipation of Ordinary 
Income,’’ Proceedings of New York University 
Seventh Annual Institute on Federal Taxation 
(1948) (Albany, Matthew Bender & Company, 
Inc., 1949), p. 401. 

® Aaron L. Danzig, ‘‘Sales and Assignments of 
Future Income and Sources of Income,’’ TAXES 
—The Tax Magazine, September, 1951, p. 735. 


treated as ordinary income, for though the 
recipient argued that this sum was not paid 
in cancellation of the lease but was merely 
a part of the consideration in an exchange 
of leases, “the facts show that the money 
was paid in cancellation of the old lease. It 
is no less income because the tenant, to 
further [sic] compensate the [land- 
lord], obtained another tenant to take over 
the space under the different terms of a new 
lease. If the new tenant had not been ob- 
tained, perhaps a larger payment would 
have been required.” ’ 


In return for a lump sum, an employee 
agreed to let his contract be cancelled and 
to stay out of that business. “However . .. 
[he] may have arrived at an amount ac- 
ceptable to him we conclude that 
the cancellation of [his] contract 
right to receive compensation over 
a period of years and his agreement not 
to engage in the business 
resulted in his receipt of ordinary income 
— See also Hort v. Commissioner.” * 
An individual received a sum for releasing 
an insurance company from his general 
agency contract, and this was treated as 
long-term capital gain. “The Hort case 
presents an entirely different situation. 

The settlement there was no more 
than an agreement as to how much rental 
the lessee would pay as provided for in 
the lease. It is not comparable to the 
sale and transfer of a going business under 
an exclusive contract. The fact that 
the suit ended in a compromise settlement 
does not change the nature of the recovery.” ° 


A payment may be considered as a mere 
substitute for the form of item which it 
replaces. A discharged employee claimed 
that his release violated a union contract, 
and a settlement was made. He could not 
argue that the money was not income (on 
the ground that no services had been per- 
formed), for “the payment in compromise 
must be considered in the light of the 
claim from which it was realized. See 
also Walter M. Hort... .”” <A widower 
offered his niece certain stock if she would 
give up her salaried position and live with 
him, and when he subsequently requested 
her to leavé because things weren’t working 
out satisfactorily, she sued for breach of 


7 King Varick Corporation, CCH Dec. 12,245-D 
(1942). 

8 Jessop, CCH Dec. 18,143, 16 TC 491 (1951). 

® Jones v. Corbyn, 51-1 ustc { 9117, 186 F. (2d) 
450 (CA-10). 

1% La Pointe, CCH Dec. 13,273(M), 2 TCM 252 
(1943). 
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contract. The resultant settlement was 
deemed income, not a gift, as “the fact that 
the amount . . . [she] eventually received 
resulted from a settlement of her suit can 
not alter the fact that, basically, the 
payment was a mere substitute for compen- 
sation under the agreement. Hort v. Com- 
massioner. . the payment was merely 
a substitute for the payment provided in 
the agreement.” ™ 


Similarly, ordinary income was found to 
have been received where cash and prop- 
erty were given to an individual in settle- 
ment of a suit for an accounting of net 
profits. “The ‘nature and basis of the action’ 
which the [individual] here brought 

. Was to recover from the defendants a 
25 per cent interest in the profits 
under [his] contract and this 
‘nature and basis of the action’ shows also 
‘the nature and character of the considera- 
tion received upon compromise’... the 
property received by [him] under 
the settlement agreement was ordinary in- 
come and taxable as such. See 
Hort v. Commissioner.” ” 


HE method of settlement does not super- . 


sede the underlying fact. Under the 
threat of condemnation proceedings, a firm 
leased to the government some property 
that subsequently was damaged. The result- 
ant settlement did not create ordinary in- 
come under the Hort doctrine, for “the 
Supreme Court held that the payment re- 
ceived [there] was ordinary income because 
it was merely a substitute for the rent reserved 
in the lease, not a consideration for the sale 
or exchange of property. There was no 
question in the case of any involuntary 
conversion of property.” But where an 
inventor had granted a licensing contract, 
which later he exchanged for a new contract 
and cash, the cash was deemed ordinary 
income. “Assuming that the contract right 
was property in the hands of . .. [the 
inventor], it was not property in the hands 
of the . . . [licensee], but an obligation. 
It was not sold—it was extinguished. 
In Hort v. Commissioner the taxpay- 
er’s contention that the money received for 
the cancellation and release of a lease obli- 
gation represented capital gain was de- 
nied.” * A lessor received a surety bond for 
faithful performance by the lessee of the 


1 Kay, CCH Dec. 12,069, 45 BTA 98 (1941). 

122 Parker, CCH Dec. 14,909, 5 TC 1355 (1945). 

13 Waggoner, CCH Dec. 17,884, 15 TC 496 
(1950). 

144 Finch, CCH Dec. 12,908-K, 1 TCM 191 (1942). 

18 Strickler Company, CCH Dec. 14,207(M), 3 
TCM 1131 (1944). 
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covenants of his lease. Upon default, the 
lessor obtained a judgment under the bond. 
“The ‘penal’ sum in the case at bar : 
is no windfall or gain granted gratuitously 
by force of law, but is the payment con- 
tracted for by the parties for breach of the 
conditions of a lease and as such is ordinary 
income. Hort v. Commissioner.’”™ 


A mortgagee released his interest in fore- 
closed property to the mortgagor in return 
for a new note and mortgage. He was held 
to have derived capital gain to the extent 
that the note exceeded the claim. “It is 
obvious that if the notes and interest there- 
on had been paid in an orderly manner by 
application of rent collected under the lease, 

[the mortgagee] would have realized 
taxable income to the extent of interest and 
a return of capital on any amounts properly 
applied in reduction of principal. The man- 
ner in which the debts were paid did not 
produce a different result. . . . Hort v. 
Commissioner.” * 


A repossession involves the same theory. 
Where a lease had been forfeited, the net 
fair market value of a building erected 
by the lessee was found to be ordinary 
income. “In the Hort case, supra, the can- 
cellation of the lease resulted in the lessor’s 
receipt of cash, which constituted the amount 
of gain realized. . the lessor was in 
receipt of ‘a substitute for rental payments’ 
constituting ordinary income and the same 
is true in the instant proceedings.” Where 
a debtor paid a rent claim in property, 
ordinary income was deemed to have been 
received despite the fact that simultaneously 
the creditor acquired the debtor’s assets in 
a tax-free reorganization. “Payment of . .. 
[the creditor’s] claim under the lease was 
ordinary income taxable to its full extent. 
Hort v. United States [sic] It was 
made in property having a fair market value 
equivalent to the claim instead of cash, but 
that does not alter the situation.” * 


A payment, representative of future 
earnings, is ordinary income. An individual 
received a sum from a corporation upon 
his releasing the company from a contract 
to pay him monthly amounts based upon 
receipts. “The payment .. . in settlement 
of . . . [the company’s] obligation to pay 
this income to [him] in the future 
was ordinary income. Hort v. Com- 





16 Schwartz, CCH Dec. 16,865(M), 8 TCM 226 
(1949). 

17 Hstate of Austin C. Brant, CCH Dec. 12,052, 
44 BTA 1306 (1941). 

1% Fifth Street Store, CCH Dec. 15,071, 6 TC 
664 (1946). 
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missioner ... .”™ But where partners sold 
their interest under a production contract, 
“these taxpayers did not merely assign 
future income but parted with title to the 
corpus of the estate from which income was 
expected to be produced. the sale 
of the taxpayer’s rights was the sale of capi- 
tal assets. In Hort v. Comm. ’ 
the lease was cancelled, and the tenant did 
not get anything except a release from the 
contract. That case is not applicable here.” * 
When a life tenant releases his rights to 
the remainderman, there is capital income. 
“The question here is whether the taxpayer 
merely assigned future income or parted 
with title to the corpus of the estate from 
which income was expected to be produced. 
In Hort v. Commissioner . there 

was no sale or transfer of property. The 
consideration was held to be a mere sub- 
stitute for rent. In that transaction, the 
lease was cancelled and the tenant did not 


get anything except a release from the 
contract. That case is not applicable here.” ™ 
The remainderman’s “right to income for 
life from the trust estate was a right in 
the estate itself. The case is 
distinguishable from . . . Hort v. Commis- 
sioner. There the statute ex- 
pressly taxed income derived from rent .. . 
and the consideration received was held a 
substitute for the rent as it fell due. It was 
therefore taxed as income.” ” 


Throughout life, substitutions are permit- 
ted,* but they betake the treatment of the 
original. Thus when the Fates (in litera- 
ture’s most poignant switcheroo) promised 
Thessaly’s sick king that 

ve thou shalt live 


If any soul for thee sweet life will give 
....’™ his wife, as willing substitute, met 
the end destined for him.* Hort’s substi- 


tute for rent merely followed the Alcestian 
precedent. 


TAXES AFFECT MORALS 


The trend toward “big government” af- 
fects moral attitudes and ethical behavior, 
declares the November issue of The Guar- 
anty Survey, the monthly publication of the 
Guaranty Trust Company of New York. 


Pig government means high costs, and 
high costs means high taxes. The resulting 
temptation to evade taxes brings pressure 
upon taxpayers and tax collectors alike, 
the editorial remarks. The persons who 
make public decisions on specific questions 
are exposed to great temptations, whether 
in the form of money, votes, political prefer- 
ment, threats, personal obligations or attach- 
ments, or any other form of pressure. 
Conceding that the guilt does not rest solely 
on public officials, the editorial cites the 
assertions of the Senate subcommittee on 
governmental ethics that “gifts, improper 
pressure and bribes come from outside the 
Government” and that “influence peddlers 
can exist only as long as business men or 
others are willing to patronize them.” 


19 McCartney, 
(1949). 

2U. S. v. Landreth, 47-2 ustc § 9401, 164 F. 
(2d) 340 (CCA-5). 

21 Allen v. First National Bank & Trust Com- 
pany in Macon, 46-2 ustc { 9367, 157 F. (2d) 592 
(CCA-5). 

22 McAllister v. Commissioner, 46-2 ustc { 9337, 
157 F. (2d) 235 (CCA-2). 

3 Oftentimes restrictions are imposed. Thus 
at one time it was provided that a ‘‘substitute 
may be allowed at any time in place of a 
player disabled in the game then being played, 


CCH Dec. 16,844, 12 TC 320 


But “as the authority of government in- 
creases, the scope of individual initiative 
shrinks. People find that their welfare 
depends less on their own productive efforts 
and activities, and more on the decisions 
of the bureaucrats. As their freedom of 
action diminishes, their sense of responsi- 
bility weakens. Their hopes center more 
and more on the possibility of getting some- 
thing for nothing. The idea of receiving 
payment for services rendered tends to give 
way to the idea of simply 
payment. 


receiving 


“Tf there has been a decline in morals, 
it would seem at least as reasonable to look 
for the cause here as anywhere else. ‘Big 
government’ may have played its part in 
sapping the foundation of personal integrity 
while at the same time multiplying the need 
for it and the opportunities for violating it.” 


by reason of illness or injury, of the nature and 
extent of which the umpire shall be the sole 
judge.’’ Henry Chadwick, The American Base- 
ball (Philadelphia, Theodore Holland, 1889), 
p. 19. 

*% William Morris, ‘‘The Love of Alcestis,’’ 
The Earthly Paradise (Boston, Roberts Brothers, 
1868), p. 318. 

2>The romantic Browning managed to give 
this tragedy of Euripides a happy ending. See 
Robert Browning, Balaustion’s Adventure 
(Boston, Houghton, Mifflin & Company, 1886). 
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Books... 


New Income Tax Guides 


1952 Guidebook to New York State Income 
Taxes. Samuel M. Monatt. Commerce 
Clearing House, Inc., 214 North Michigan 
Avenue, Chicago 1, Illinois. Second edition, 
1951. 260 pages. $3. 


This guidebook, in its second edition, 
contains detailed comparisons and varia- 
tions of the federal and state provisions. 


The text, which is annotated to the New 
York State law and regulations, as well as 
to the federal Internal Revenue Code, when 
possible, contains numerous specimen filled- 
in forms for individuals, residents, nonresi- 
dents, estates and trusts and unincorporated 
businesses for guidance in the preparation 
of 1952 returns of 1951 income. 


1952 Guidebook to California Taxes. Rus- 
sell S. Bock. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. Third edition, 1951. 256 pages. 
$3. 


Reflecting the many changes in the Cali- 
fornia and federal tax laws during 1951, this 
new edition, revised and up-to-date for 1951 
income, includes a specimen filled-in per- 
sonal income tax return form, a chapter on 
property taxes, a concise explanation of all 
California tax laws and a comparison of the 
provisions of the major California taxes 
with those of the comparable federal taxes. 


It also includes cross reference tables for 
the major California taxes showing the fed- 
eral provision comparable to the state pro- 
vision, arranged in the order of the statutes, 
the California “marital deduction” in the 
inheritance tax and the allocation of income 
and credits for taxes paid to other states. 


1952 Farmers Income Tax on 1951 Income. 
Samuel M. Monatt. Commerce Clearing 
House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. Fifth edition, 1951. 176 
pages. $3. 

Extensively revised and timely, this new 
book reflects all pertinent statutory changes, 
including the important farming provisions 
in the 1951 tax law, as well as recent regu- 
lations and court decisions affecting the 
special problems of farmers. 
Books ... Articles 


.. Articles 


Another of its assets is a detailed ex- 
planation keyed to numerous specimen 
filled-in forms. 


Taxation of Oil and Gas Production 


Oil and Gas Federal Income Taxation. 
Kenneth G. Miller. Commerce Clearing 
House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. Second edition, 1951. 
284 pages. $7.50. 

This completely revised new edition brings 
together in convenient usable form the up- 
to-date law, regulations, rulings and deci- 
sions of federal income taxation as they apply 
to the peculiar factors of the production side 
of the oil and gas industry. Quick, positive 


‘reference is made certain by backing up 


each principle with direct citations to sup- 
porting authorities. 

Following the course set by the first edi- 
tion, this book makes no attempt to indicate 
what the law should be, but it does clearly 


and concisely spell out just what the law is 
today. 


Second Annual Institute on Oil and Gas 
Law and Taxation. Southwestern Legal 
Foundation. Matthew Bender & Company, 
Inc., 109 State Street, Albany 1, New York. 
1951. 555 pages. $16.50. 


The articles contained in this volume 
formed the basis for the lectures delivered 
during the January, 1951 session of the In- 
stitute on Oil and Gas Law and are ex- 
panded from their original lecture form. 
The authors, outstanding in their field, have 
accumulated a wealth of information, giv- 
ing the latest trends and developments of 
oil and gas law. 


Other than the topics on taxation, their 
manuscripts deal primarily with the his- 
tory and development of the modern oil 


- and gas lease, problems of interpretation, 


and other legal problems arising out of the 
“Producers’ 88” form of oil and gas lease. 
TAXES contributors Oliver W. Hammonds 
and George E. Ray are among those pre- 
senting their views. Each of the 16 authors 
presents a particular phase of the legal and 
tax problems in connection with oil and gas 
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law and taxation as it affects the oil and 
gas industry. 


Goals by Democratic Means 


American Conservatism in the Age of Enter- 
prise. Robert Green McCloskey. Harvard 
University Press, Cambridge, Massachu- 
setts. 1951. 193 pages. $3.25. 


Observers of the present Supreme Court 
are watching as a “preliminary’”—perhaps 
as the main event—the conflict within it 
over whether the rights guaranteed by the 
first eight amendments deserve a “pre- 
ferred position.” If granted a “preferred 
position,” the usual presumption of con- 
stitutional validity will not be extended 
to legislative acts abridging them. Justices 
Frankfurter, Black and Douglas have gone 
into opposite corners on the issue today, 
while those familiar with the history of 
the Court recall an earlier struggle con- 
cerning a similar status for “property rights.” 
That such a hierarchy of values exist in 
democratic theory, with human rights stand- 
ing higher on the ladder than property 
rights, is Professor McCloskev’s thes‘s in 
American Conservatism in the Age of Enter- 
prise. He does not tell us, however, whether 
such a hierarchy should be read into the 
Constitution. 


To make clear the framework within 
which the remaining chapters are set, Pro- 
fessor McCloskey first defines, and argues 
for, his conception of the democratic value 
hierarchy. “The true and central concern 
of American democracy is the morally free 
individual; the right of the individual to 
maintain his dignity and develop his moral 
capacities is at the apex of the democratic 
value hierarchy.” Free speech and economic 
freedom are instruments for the attainment 
of this higher value; free speech is more 
directly related to its attainment than eco- 
nomic ‘freedom, although both are indis- 
pensable in their proper measure. Such an 
order of values, Professor McCloskey finds, 
was implicit in the political thought of the 
Founditg Fathers. But, as materialism 
everywhere replaced humanitarianism (and 
humanism) in American thinking during the 
latter half of the nineteenth century, this 
order was inverted and conservative forces 
“laid claim to democracy.” This perversion 
of the democratic ideal left America in a 
paradox: a paradox of wanting to pursue hu- 
manitarian goals (as it did in legislative enact- 
ments) but hesitating for fear of destroying its 
democratic tradition in the process (thus 
it accepted judicial review even while the 


Supreme Court invalidated its social legis- 
lation). The manner in which this corrup- 
tion of the democratic ideology was accom- 
plished so that the form of the earlier 
tradition remained while its content was 
drained out is the subject of his succeeding 
chapters. Three leaders in this process— 
William Graham Sumner, Stephen J. Field 
and Andrew Carnegie—are examined, with 
a discussion of both the man and his con- 
tributions. 


American conservatism has always con- 
sisted of three primary elements: an em- 
phasis on property rights, an adversion to 
popular control of the government and a°* 
concept of elitism. However, its programs 
and the sanctions evoked to support its 
claims have changed in response to changed 
historical circumstances. In the nineteenth 
century, its program was to secure for 
business almost complete freedom from 
government regulation; its sanctions were 
found in the dictates of classical economics 
and Darwinian biology. William Graham 
Sumner, from his lectern and writing desk 
at Yale University, formulated a scientific 
defense of conservatism in these terms. 
Insisting that he was free from any ethical 
preoccupations, he sought first in economics 
and then as a pioneer in sociology to demon- 
strate empirically that inequality is the 
condition of the survival of the fittest, that 
progress is dependent on capital accumula- 
tion and that society is too complex to per- 
mit rational planning by a democratic gov- 
ernment. By defining social welfare in 
terms of “economic power, material pros- 
perity, and group strength for war,” Sum- 
ner placed materialism at the center of the 
American value system; Jatssez faire, a 
glorification of the successful businessman, 
and an unconditioned right to the posses- 
sion and use of property resulted. In a 
generation obsessed with science, he pre- 
sented a scientific statement of conserva- 
tism to an America which had already 
accepted its premises and wanted only the 
comfort of a sophisticated proof of them. 


But Sumner, who pushed his logic to 
its extremes, was in one sense unpalatable 
to America. It fell to Stephen J. Field, on 
the bench of the Supreme Court, to fit this 
conservatism into the earlier democratic 
tradition. In doing so, he prevailed upon 
the Court to guarantee property, the very 
protection which Sumner had feared it 
would not receive from a democratic ma- 
jority. As ill prepared as constitutional 
law may have been in 1870 to render this 
service, the necessary weapon was soon 


70 January, 1952 e TAX ES— The Tax Magazine 











forged out of the “due process” clause of 
the Fourteenth Amendment. The story 
from the Slaughter House Cases to Lochner 
v. New York is familiar. The process where- 
by the values of this new materialism were 
brought within the earlier democratic tradi- 
tion—an identification of the principles of 
laissez faire conservatism with the concept 
of universal natural rights—is best seen 
in Field’s early dissents and then in his 
concurrences on the Court. The study of 
his life reveals the interplay of forces which 
insured the success of this new, and false, 
synthesis. The end product was an accept- 
ance as law of that which Sumner had 
offered as economics and sociology. At 
the same time, the judiciary joined the 
successful businessman in the member- 
ship of the conservative elite. 


If Sumner’s empiricism and Field’s dog- 
matism precluded for them any qualms about 
this new materialism, such was not true 
for all Americans. Some of their contem- 
poraries could not completely forget the 
earlier humanitarian values of the demo- 
cratic tradition—indeed, a few never did— 
and remained uneasy in the Gilded Age. 


Andrew Carnegie felt the full force of these’ 


apprehensions and set himself to the task 
of satisfying them. Driven by an entre- 
prenurial energy and business acumen which 
established him as foremost among American 
industrialists, he nevertheless feared that the 
“pursuit of wealth” was degrading to the 
individual and dangerous for the species of 
democracy which he embraced. Professor 
McCloskey finds this inner conflict best 
illustrated by the inherent contradiction 
between his writings on labor problems 
and his conduct during the Homestead 
Strike. Carnegie’s solution consisted of 
two parts. First, he reviewed American 
history in Democracy Triumphant to demon- 
strate that democracy (the absence of 
hereditary privilege and the maintenance of 
universal suffrage) is the condition of social 
advance. Again, social advance is measured 
primarily in material terms—miles of rail- 
road track, bushels of grain, tons of steel. 
Of course, the individualism which dem- 
ocracy provides and capitalism demands 
produces great inequality of wealth. But 
this inequality not only is necessary for 
future progress under the law of the sur- 
vival of the fittest, but is the real justifica- 
tion for the successful businessman. The 
entrepreneur is a trustee of the community, 
a steward of God; he must use his wealth 
for the betterment of the community. Dur- 
ing his life, it must be spent on further 
industrial expansion and on good works 
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(libraries, schools, art centers); at his death, 
it must be surrendered to the community. 
Thus, the successful businessman is canon- 
ized; the inherited belief in moral values 
is reconciled with the pursuit of material 
goals. Most important, the realization of 
democratic ideals is not abandoned; their 
attainment is merely postponed while ma- 
terial progress prepares the way. If not 
identical, democracy and capitalism are made 
the conditions of each other’s survival. 


American Conservatism in the Age of Enter- 
prise is an excellent book; it is well-writ- 
ten, concise, and sufficiently free of the 
usual academic trappings to interest all 
who are concerned with the future of dem- 
ocracy. Although discussing extremely con- 
troversial matters, Professor McCloskey has 
not turned out a polemic; rather, after 
briefly stating his position, he develops his 
thesis with the careful skill of a historian 
and the insight of a clear thinker. The 
result is a penetrating analysis of a forma- 
tive stage in the development of American 
political theory. In his essays on Sumner, 
Field and Carnegie, the author has brought 
together much material which previously 


‘could be only obtained from many random 


sources. One only regrets that he lacked 
the space to develop further and to docu- 
ment the argument of his first chapter; one 
would like to know, for instance, at what 
point free speech or economic freedom 
cease to be indispensable for the achieve- 
ment of the higher democratic value. Pro- 
fessor McCloskey raises pertinent questions 
about each of his subjects, and in so doing 
seeks to help us to answer a larger ques- 
tion: can we follow our humanitarian im- 
pulses, particularly those demanding greater 
state regulation of the use of private prop- 
erty, without sacrificing our democratic 
traditions? His answer is that we can. 
Those who agree with him are now supplied 
with new ammunition; those who disagree 
face an argument which cannot be safely 
ignored. 


Survey of Canadian Tax Law 


Taxation in Canada. J. Harvey Perry. 
University of Toronto Press, Toronto 5 


~~» 


Ontario, Canada. 1951. 409 pages. $6. 


This book is an enlightening description 
of the Dominion, provincial and municipal 
tax structure in Canada. Mr. Perry, an 
officer in the Department of Finance of 
Canada, has brought together under the 
auspices of the Canadian Tax Foundation 
a wealth of information. 


71 


Tax experts, business executives, students 
and general readers will find this informa- 
tion thorough and detailed. The book is 
an original study designed to meet three 
distinct needs. It furnishes the grounds 
of informed public opinion by making acces- 
sible to the layman necessary factual in- 
formation concerning the sinews of central, 
provincial and local government under 
Canada’s federal constitution. It sets out 
a frame of reference for businessmen and 
tax practitioners in Canada and abroad. 
And it provides students of public finance 
with a comprehensive view of Canadian 
methods. 

The 20‘chapters cover a wide field, in- 
cluding income taxes, tariffs, excise taxes 
and motog¢ vehicle revenues. The liberal 


use of taljles, charts and summaries helps 
he many details. 


ns for Reorganizations 


‘Excess Profits Tax Regulations. 

,Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1951. 
48 pages. $1. 

This 484page booklet contains the official 
text of the regulations, under the Excess 
Profits Tax Act of 1950, on excess profits 
credit based on income in connection with 
certain exchanges, (Part II) for taxable 
years ending after June 30, 1950. 


Cold War Economics 


Economics of National Security. Edited 
by George A. Lincoln, William S. Stone and 
Thomas H. Harvey. Prentice-Hall, Inc., 
70 Fifth Avenue, New York 11, New York. 
1950. 601 pages. $6.65. 


This book employs the device of multiple 
authorship. The three editors who planned 
the book are, respectively, professor of social 
sciences, associate professor of social sci- 
ences and assistant professor of social sci- 
ences at the United States Military Academy. 
The contributors—all of whom are mem- 
bers of the Department of Social Sciences, 
United States Military Academy—are: 


H. Beukema S. H. Hays 

J. A. Bowman G. H. Holterman 
C. W. Clapsaddle C. L. Johnson 
T. L. Crystal G. A. Lincoln 

R. N. Ginsburgh W. S. Stone 

J. S. Harnett R. J. Ulrich 

T. H. Harvey 


The book aims at surveying the nature 
of economic problems caused by the anti- 


aggression policy of our country and the 
related principles of national mobilization 
for hot war. 


This book covers economics based upon 
an assumption which many Americans re- 
fuse to recognize. The editors, however, 
realize this and say that they make no at- 
tempt “to convert these individuals” to the 
present policy of United States security. 
The case for this book and its treatment 
of economics from this viewpoint is best 
stated by the editors in the chapter dealing 
with a look at the economic future. 


“Only by the development of unquestioned 
strength can fear of aggression be elimi- 
nated from the world. If the strength of 
the free world is beyond question, then 
there is no danger that communism will 
precipitate war. Our opponents are too 
wise to commit suicide. During the time 
that the strength of the free world is in 
question, however, the danger is always 
present that communism will underestimate 
that strength and the resolution to use it. 
Such underestimation could bring global 
war. 


“ 


. the United States, at the best, will 
live for the next decade at least in the state 
of ‘no peace, no war’. At the worst, the 
United States will be involved in atomic 
war. Peace, if a condition of continued 
conflict that at times involves limited mili- 
tary hostilities can be called peace, is pos- 
sible only through power. .. . 


“The problem our country must solve is 
the wise, integrated employment of our 
economic, psychological, military, and politi- 
cal resources for a dual security purpose. 


“The outlook for the future, then, in- 
cludes economic programs to prepare against 
atomic war, to check piecemeal military ag- 
gression, and also to achieve healthy econo- 
mies in the free world. The development, 
acceptance, and continued support of these 
programs must be a product of our demo- 
cratic processes.” 


ARTICLE 


Death and Taxes . . . The author of a 
recent law review article answers some of 
the questions growing out of the federal 
tax responsibilities of an executor. Estate 
notices and federal estate tax returns are 
dealt with in this comprehensive article on 
general items concerning the executor.— 
Collie, “Tax Responsibilities of Executors,” 
Trusts and Estates, October, 1951. 
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Canada-United States 
Reciprocal Tax Convention 


The instruments of ratification have 
been exchanged. 


On November 21, 1951, the instruments 
of ratification of the supplementary Canada- 
United States Reciprocal Tax Convention 
were exchanged in Washington. Pursuant 
to the terms of the Convention, the amend- 
ments became effective on exchange of rati- 
fication and are applicable to taxation years 
beginning on or after January 1, 1951. 


Isolated Transactions 
and Capital Gains 


Profit from an isolated transaction un- 


connected with the taxpayer's business 
constitutes a capital gain. 


The taxpayer, who is a practicing solic- 
itor, negotiated the purchase of a timber 
tract on his own behalf. Soon after he 
completed the purchase he sold the tract 
at a profit and the Minister assessed the 
profit as income. 


It was the Board’s opinion, however, that 
the taxpayer had an occupation which was 
totally unconnected with the transaction— 
in fact it was the only one which he had 
ever negotiated. It held that there was 
nothing in the Income War Tax Act which 
would bring profit made in this manner 
into income.—Whiteside v. Minister of Na- 
tional Revenue, 51 DTC 1-341. 


Property Transferred 
During Divorce Proceedings 


A property settlement which is the re- 
sult of an agreement between the par- 
ties to a divorce is not deductible as an 
alimony payment. 


The taxpayer transferred property to his 
wife pursuant to an agreement with her 
and subsequent to an order nisi for the 
dissolution of the marriage. The decree 
absolute was then granted, and it contained 


Canadian Tax Letter 


a clause in the judgment referring to the 
property settlement in addition to regular 
alimony payments. The taxpayer contended 
that since the court had approved the terms 
of the agreement, the value of the property 
transferred was transformed into alimony 
by a judgment of a court and that he was 
entitled to a deduction therefor. 


The Board did not agree with him. It 
said that the Income War Tax Act pro- 
vides that alimony payments are deductible 
but that there is no provision covering the 
transfer of property. It held that the prop- 
erty settlement was the result of an agree- 
ment between the parties and that it does 
not come within the term “alimony or other 
allowance for maintenance.”—WNo. 31 v. Min- 
ister of National Revenue, CCH CANnapian 
Tax Reports { 86-390. 


Capital Cost Allowances 


Certificates of eligibility for deferred 
capital cost allowances will be granted 
in three types of cases. 


According to the Minister of Trade and 
Commerce, Order in Council P. C. 6384 will 
permit the issuance of certificates of eligi- 
bility for deferred capital cost allowances 
for property acquired after April 10, 1951, 
for which a commitment had been made 
before that date in the following three 
types of cases: 


(1) In the case of a new structure, a cer- 
tificate of eligibility will be granted if the 
taxpayer can prove that he had entered into 
a contract with a contractor for the con- 
struction of such structure before April 11, 
1951, according to plans and specifications 
adopted before that date, and if the struc- 
ture is completed before April 1, 1953. 


(2) In the case of a structure completed 
before April 11, 1951, a certificate of eligi- 
bility will be granted if the taxpayer can 
prove that he was obligated to acquire a 
property under the terms of a contract 
entered into prior to April 11, 1951. 


(3) In the case of machinery and equip- 
ment, both old and new, a certificate of 
eligibility will be granted if the applicant 
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can prove that he was obligated to acquire 
the items involved under the terms of a 
contract entered into prior to April 11, 1951. 
There is no date set as to the time delivery 
has to take place. 


Gratuitous Payments 
Made to Clients 


Gratuitous payments made by the tax- 
payer for his clients are not deductible 
as a business expense. 


The taxpayer, an insurance agent, effected 
insurance coverage for his customers with 
an insurance company. This company sub- 
sequently was liquidated. He reinsured his 
customers with another company, paying 
the premiums out of his own pocket. He 
wanted to deduct these payments as an 
expense of doing business. 


The Board pointed out that there was 
no obligation on the taxpayer to incur these 
expenditures and that they were not made 
to earn income. It decided that while the 
taxpayer’s course of action would increase 
the good will of his business, good will is 
a capital asset and that, therefore, his 
expenditures constituted a capital outlay.— 
Scales v. Minister of National Revenue, CCH 
CANADIAN TAX Reports § 86-392. 


Husband and Wife 
Having Separate Incomes 


A wife's income cannot be added to 
that of her husband when they were 
married under an agreement of sep- 
aration as to property. 


The taxpayer was assessed as the re- 
cipient of his wife’s income on the ground 
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duction in one year, it was he who argued 
for the narrow view, while the Commis- 
sioner held out for the liberal interpretation 
and disallowed the loss deduction. 


It is not difficult to see why the taxpayer 
is not always on the same side of the issue. 
The taxpayer, as an individual, does not 
particularly care about general rules. He 
is primarily interested in getting the best 
result in his own case. Consequently, he is 
likely to take whatever position promises 
him this best result. 


that her income came from property which 
he had transferred to her. He testified that 
his marriage took place under an agreement 
of separation as to property and that he 
had never transferred, either directly or 
indirectly, any property to her. His evi- 
dence was uncontradicted. 


The Board decided that the Income Tax 
Act was inapplicable to the taxpayer because 
there had been no direct or indirect transfer 
of property by him to his wife—Maziade v. 
Minister of National Revenue, CCH Cana- 
DIAN TAx REpOrts { 86-396. 


Intention Behind Profitable Sale 


The duplexes in question not having 
been constructed for resale, profit from 
their sale is a capital gain. 


The taxpayer, a plasterer, built two du- 
plexes to assure himself of a home and an 
income. He did this after his landlord 
informed him that his lease was only a 
monthly lease. Because of his wife’s illness 
he was unable to occupy either of the 
duplexes and consequently sold them, mak- 
ing a profit on the sale. The Minister 
assessed the profit he made as income. 


The Board failed to find the Minister’s 
action correct. It reasoned that the profit 
was clearly a capital gain because the 
duplexes were not constructed with a view 
to resale at a profit—Marier v. Minister of 
National Revenue, CCH CanaptaAn Tax 
Reports {| 86-397. 


Words of a statute are empty vessels into 
which [a judge] can pour anything he will. 
—Learned Hand. 


WANTED: A RULE FOR BUILDING LOSSES—Continued from page 57 


The taxpayer’s reason is a negative one. 
On the other hand, the Commissioner has 
a positive reason for being content to have 
the issue remain unsettled. The Commis- 
sioner is a party in every case. Since his 
job is to produce revenue for the govern- 
ment, an unsettled situation that makes it 
possible for him to take the position in each 
case that will produce the most revenue ob- 
viously has much to recommend it. 


[The End] 
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Acq. and Non-acq. 





Green Card Doesn’t Mean Holder 
Should Be Green 


Sir: 

I agree so wholeheartedly with reader 
David L. Samuels (November, 1951 issue, 
“Acq. and Non-acq.” department) that I 
have nothing much to add to his theory as 
to what constitutes an “ordinary and neces- 
sary” business expense of a professional man 
in keeping abreast of the new developments 
in his particular profession. 


It does seem arbitrary for the Bureau 
of Internal Revenue to allow the cost of 
sharpening material tools of trade without 
allowing the equally important sharpening 
of the mental tools of trade. It would ap- 
pear that it believes that once a professional 
degree is acquired a man’s education is 
at an end. However, if I, personally, relied 
on the provisions of the Revenue Act of 
1928 in attempting to solve our clients’ pres- 
ent-day tax problems, it would appear that 
the Treasury Department would have ample 
reason for revoking my “green card.” 

THoMAs G. Cross 
San Dreco, CALIFORNIA 


Spin-Off Enactment Not New 
SIR: 

I recently noticed something about the 
new “spin-off” section of the Code that 
might be interesting to your readers. 

The-new Code Section 112(b)(11) reads: 


“If there is distributed, in pursuance of a 
plan of reorganization, to a shareholder of a 
corporation which is a party to the reor- 
ganization, stock (other than preferred 
stock) in another corporation which is a 
party to the reorganization, without the sur- 
render by such shareholder of stock, no gain 
to the distributee from the receipt of such 
stock shall be recognized unless it appears 
that (A) any corporation which is a party 
to such reorganization was not intended to 
continue the active conduct of a trade or 


Acq. and Non-acq. 


business after such reorganization, or (B) 
the corporation whose stock is distributed 
was used principally as a device for the dis- 
tribution of earnings and profits to the 
shareholders of any corporation a party to 
the reorganization.” 


The discussion about the new section 
which one finds in the Report of the Senate 
Finance Committee seems to imply that the 
above enactment has no precedent in the 
law. The Report states: “This section has 
been included in the bill because your com- 
mittee believes that it is economically un- 


sound to impede spin-offs which break-up 


businesses into a greater number of enter- 
prises, when undertaken for legitimate busi- 
ness purposes. A similar provision was con- 
tained in the revenue revision bill of 1948 
which passed the House but was not acted 
upon by the Senate, and a similar provision 
was included in the Senate version of the 
bill which became the Revenue Act of 1950.” 


Yet, Section 112(g) of the Revenue Act 
of 1932 read as follows: 


“Tf there is distributed, in pursuance of a 
plan of reorganization, to a shareholder in 
a corporation a party to the reorganization, 
stock or securities in such corporation or in 
another corporation a party to the reorgani- 
zation, without the surrender by such share- 
holder of stock or securities in such a cor- 
poration, no gain to the distributee from the 
receipt of such stock or securities shall be 
recognized.” 


While provisos (A) and (B) make the 
language of the new enactment distinguish- 
able from the 1932 provision, the distinction 
in at least some respects is one without a 
difference. The “(B)” portion is merely 


“declaratory of the 1932 act so far as its 


construction had developed: Howard Burns 
v. Commissioner, 35-1 ustc J 9307, 76 F. (2d) 
937 (CCA-6). 


Perhaps the same can be said of the “(A)” 
portion—see the present Regulations 111, 
(Continued on page 79) 


75 










Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


. 


Twenty4five Years Ago 
Twent}-five years ago this month Taxes 
contained a small item on tax revision which 
might r#ise a few Republican eyebrows 
y unanimous action the Republi- 
»ers of the Ways and Means Com- 
r. rejected . . . the Democratic pro- 
a permanent tax reduction of 

” 

is quotation from a committee 
n: “The report of the Secretary 
reasury estimates the surplus of 


**Net’’ Means No Tax 


fira Nirska, a famed butterfly of 
has recently become enmeshed in 
a non-chpregraphic “net”! 


‘irska’s maintenance that the word 

her contract implies payment after 
all expe#ses, including income taxes, has 
launchedtia legal dispute and subsequent 
show-bu#iness storm that may involve mil- 
lions of @éllars in contracts containing “net’” 
clauses. } 


The isgue arose when the ballerina signed 
a contragt for a net salary, and was asked 
for taxestby the Canadian government, fol- 
lowing hér appearance in a show in Toronto. 
Refusing’to pay the taxes, the dancer re- 
ferred thé demand to her agency, which paid 
the money, but also stopped payment on her 
check, feeling that an expense-free salary 
involved jonly travel and extra expenses— 
not taxes! 


The Debt 


If you;were on a quiz program and the 
question jwas, “What is the amount of the 
federal debt,” could you answer? If your 
next question asked that you describe a 
billion ddllars, could you do it? 


Most of us are unfamiliar with the amount 
of the national debt. Our per capita share 
is over $1,600. We all had a part in creating 
that debt no matter how vigorous our 
denial. The debt was created by our think- 
ing and our not thinking. Not so many years 
ago debt was a detestable state—thrift and 
liquidity of assets a virtue. We have become 
a nation of borrowers. As individuals we 
have a consumer credit of over $19 billion. 
The appetite must be satisfied. The whole 
economy is built upon the premise that the 
material appetite—our way of life, our stand- 
ard of living—must be maintained. Perhaps 
these are not bad things. Employment is 
given to many people. People have raised 
their standard of living and are more com- 
fortable because of the new thinking regard- 
ing debt, and the shift to the use of credit 
in relation to income as a norm. Like the 


use of liquor, it is an excessive use that is 
bad. 


So on a public business scale we have a 
large debt because our thinking about debt 
has changed. We have installed social pro- 
grams for our aged, our unemployed, our 
veterans, our farmers and in some cases our 
sick, and for many other purposes. In some 
measure we have permitted the debt to rise 
by our failure to think through some of the 
schemes our politicians have held out to 
us, and by our failure to restrain them. 


Are these things bad for us as a nation? 
We don’t know. Perhaps the size of the 
debt is not the problem; perhaps the prob- 
lem is inflation or deflation of which the 
judicious management of the debt is the X 
factor. 


The national debt and its management are 
sources of a prolific outpouring of books 
and monographs. Just how much debt this 
country’s economy can stand is still a sub- 
ject of divergent opinion among economists. 
The federal national debt stands at the pres- 
ent time at $256,713,000,000. The total state 
debt is about $4.5 billion. 
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The federal debt for selected years. 









Per 

Year Amount Capita 
1800 82,976 $ 15.87 

1810 SSA73 7.46 
1820 91,016 9.58 
1830 48,565 3.83 

1840 3,573 ai 

1850 63,453 2.77 

1855 35,588 1.32 
1860 64,844 2.06 
1865 2,677,929 77.07 
1870 2,436,453 63.19 
1875 2,156,277 49.06 
1878 2,159,418 45.37 
1879 2,298,913 47.05 
1880 2,090,909 41.69 
1881 2,019,286 39.35 
1882 1,856,916 35:37 
1883 1,721,959 32.07 
1884 1,625,307 29.60 
1885 1,578,551 28.11 

1886 1,555,660 27.10 
1887 1,465,485 24.97 
1888 1,384,632 23.09 
1889 1,249,471 20.39. 
1890 1,122,397 17.92 
1891 1,005,807 15.75 
1892 968,219 14.88 
1893 961,432 14.49 
1894 1,016,898 15.04 
1895 1,096,913 15.91 
1896 1,222,729 17.40 
1897 1,226,794 17.14 
1898 1,232,743 16.90 
1899 1,436,701 19.33 
1900 1,263,417 16.56 
1901 1,221,572 15.71 
1902 1,178,031 14.89 
1903 1,159,406 14.40 
1904 1,136,259 13.88 
1905 1.132.357 13.60 
1906 1,142,523 13.50 
1907 1,147,178 13.33 
1908 1,177,690 13.46 


The money figures are in thousands of dollars 
for the years 1800-1940; in millions of dollars for the years 1941-1949. 


Per 
Year Amount Capita 
1909 1,148,315 12.91 
1910 1,146,940 12.69 
1911 1,153,985 12.28 
1912 1,193,839 12.48 
1913 1,193,048 12.26 
1914 1,188,235 12.00 
1915 1,191,264 11.83 
1916 1,225,146 11.96 
1917 2,975,619 28.57 
1918 12,243,629 115.65 
1919 25,482,034 240.09 
1920 24,297,918 228.32 
1921 23,976,251 221.09 
1922 22,964,079 208.97 
1923 22,349,688 200.10 
1924 21,251,120 186.86 
1925 20,516,272 177.82 
1926 19,643,183 167.70 
1927 18,510,174 156.04 
1928 17,604,291 146.69 
1929 16,931,198 139.40 
1930 16,185,308 131.49 
1931 16,801,485 135.37 
1932 19,487,010 155.93 
1933 22,538,672 179.21 
1934 27,053,086 213.65 
1935 28,701,167 225.07 
1936 33,545,385 261.20 
1937 36,427,091 281.82 
1938 37,167,487 285.43 
1939 40,445,417 308.34 
1940 42,971,044 325.22 
1941 48,961* 367.57 
1942 72,422 537.80 
1943 136,696 1,001.46 
1944 201,003 1,455.67 
1945 258,682 1,853.21 
1946 269,422 1,907.62 
1947 258,286 1,793.23 
1948 252,292 1,721.30 
1949 252,770 1,695.46 


* Figures for this year and subsequent years are in millions of dollars. 


In 1946 Congress set $275 billion as the 
maximum amount of securities which may 
be outstanding at any one time. This was 
a reduction of $25 billion from the wartime 
limit of $300 billion. The wartime limit was 
never reached. The highest debt peak prior 
to 1946 was $258.5 billion. The difference 
between the debt limit and the amount of the 
debt as it presently stands is $18,287,000,000. 


It is quite generally realized that this 
period of high defense spending cannot be 


Tax-Wise 


Source: Statistical Abstracts of the United States, 1940, page 207, 1950, page 338. 





financed on any pay-as-you-go basis. Taxes 
are just about as high as congressmen are 
willing to push them as evidenced by the 


_minor revolt at the passage of the Revenue 


Act of 1951. If the high spending goals are 
to be attained, the small difference between 
the ceiling and the amount of the debt will 
not give the difference between the tax 
revenue and the budget figures. The only 
alternative is to raise the debt ceiling thus 
permitting an increase beyond the present 
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State 
Alabama ... 
Arizona 
Arkansas ... 
California .. 
Colorado 
Connecticut . 
Delaware ... 
Florida . 
Georgia 
Idaho 
Illinois . 
Indiana 


Kansas . 
Kentucky . 
Louisiana 
Maine . 
Maryland . 
Massachusetts 
Michigan ... 
Minnesota 
Mississippi . 
Missouri 
Montana 
Nebraska 
Nevada .... 


limitation. 


Per capita debts of the respective estates for 1950. 


Reported 
Debt 


Per 


Capita 


$ 48,618,000 $ 16.75 


3,538,000 
132,785,000 

. 218,607,000 
13,510,000 
70,024,000 
36,838,000 
16,520,000 
2,786,000 
893,000 

. 428,158,000 
14,946,000 
35,462,000 
5,500,000 
8,279,000 
208,657,000 
8,680,000 

.. 57,911,000 
. 162,926,000 
241,951,000 
140,375,000 
79,854,000 
44,708,000 
21,111,000 
1,033,000 
785,000 


5.03 
68.55 
21.11 
11.26 
35.20 

122.79 

6.08 

88 

1.52 
51.29 

3.81 
13.57 

2.90 

2.89 
80.53 

9.66 
27.00 
35.13 
38.92 
47.84 
37.77 
11.48 
41.31 

.80 

4.78 


It is expected that legislation 


State 


New Hampshire ... 


New Jersey 
New Mexico 


North Carolina ..... 
North Dakota .... 


Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 


South Carolina ... 


South Dakota 
Tennessee .... 
Texas 

Utah . 
Vermont 
Virginia 
Washington 


West Virginia .... 


Wisconsin . 
Wyoming 


Total . 


Average 


Reported 
Debt 


8,969,000 


. 104,851,000 


29,886,000 
824,327,000 


. 194,823,000 


43,571,000 


_ 197,588,000 


104,173,000 
36,710,000 
539,629,000 
51,095,000 
70,251,000 
35,804,000 
101,971,000 
52,247,000 
993,000 
6,291,000 
19,045,000 
76,194,000 
68,352,000 
4,351,000 
2,934,000 


. 4,578,500,000 


Per 
Capita 
17.15 
21.99 
52.34 
57.92 
51.29 
74.86 
25.19 
45.40 
21.78 
51.50 
68.58 
35.44 
58.60 
32.07 
7.01 
1.48 
17.33 
6.24 
30.93 
35.76 
4.32 
10.29 


crease for many centuries tho’ taxes should 


will be introduced when Congress convenes 
which will permit an increase in the ceiling. 


The idea of the public debt seems to have 
originated in the Italian states, Genoa and 
Venice. The idea quickly spread to other 
European countries. One of the earliest 
English writers on fiscal matters was Sir 
James Steuart (1767). He believed that: 


“Public debts play a constructive role in 
the economy. Internal public debts do not 
burden the economy, waste resources, or 
make the economy poorer. On the contrary, 
they are advantageous, and serve to increase 
productivity. . the country is: neither 
poorer or richer, when considered in the 
cumulative view, than if the same sum had 
been lent to private people at home.’ Rather 
; the effect of public borrowing or 
national debt, is to augment the permanent 
income of the country, out of stagnating 
money and balances of trade.’ ... 


“This is the fund [that produced by the 
additional activity and industry that taxes 
bring about] out of which the greatest part 
of taxes are paid; it is a fund created by the 
industrious Britons, which I hope will in- 


increase in proportion.” 


Eight years later the celebrated Adam 
Smith took this stand: “He [Steuart] does 
not consider that capital which the first 
creditors of the public advanced to govern- 
ment was from the moment in which they 
advanced it, a certain portion of the annual 
produce turned away from serving in the 
function of a capital to serve as that as 
revenue, from maintaining productive labor- 
ers to maintaining unproductive ones and 
to be spent and wasted. 


“When the public expense is defrayed by 
funding, it is defrayed by the annual destruc- 
tion of some capital which had before existed 
in the country. ... 


“Under the system of funding, the frugal- 
ity and industry of private people can more 
easily repair the breaches which the waste 
and extravagance of government may occa- 
sionally make in the general capital of the 
society. 

“But it ought to be remembered, that 
when the wisest government has exhausted 
all the proper subjects of taxation it must 
in cases of urgent necessity, have recourse 
to improper ones.” 
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Today these opposing views are still 


For instance Professor Alvin 
Hansen is not so concerned with the size 
of the national debt but more concerned 
with its relationships to national income. 


“TI think it is a fact that a widely dis- 
tributed public debt can be described as a 
sort of national insurance system from which 
we all get benefits more or less in propor- 
tion to our income in terms of the interest 
received on the bonds we hold—not exactly, 
but more or less as the bonds are in fact 
distributed. It is an insurance system to 
which we are all paying premiums more or 
less in proportion to our income status.” 


“, « . the public credit of this great 
country depends fundamentally on the na- 
tional income. We were rapidly moving 
toward national bankruptcy from 1929 to 
1932 when budget balancing ideas were in 
full swing. If we have a rising national 
income which increasing productivity will 
provide us if we prevent both inflation and 
deflation, we can be sure that the public 
credit will be thoroughly maintained. We 
need to pursue a fiscal policy which will 
promote economic stability and a rising real 
income.” 


There are several other modern theories 
about the public debt. One — somewhat 
facetious—is that we need a public debt to 
provide an income for banks and insurance 
companies. Another—that seems to ignore 
the data on distribution of the debt—is that 
the public debt is a “debt” in only a limited 
sense because the taxpayers owe the debt 
to themselves. 

Among today’s critics of the debt is 
Professor Emeritus Harley L. Lutz of 
Princeton who says: “Did you ever hear of 
Jonny Fitch? You know, they laughed at 
him a century and a half ago. They said he 
was crazy. But he, poor soul, only believed 
in this one simple proposition, that there could 
be perpetual motion. Here we have a 
process of maintaining high national income 
by a continuous process of inflation so that 
we can always keep the income so high that 










we will never feel the taxes on the debt that 
we create to produce that income that is 
needed in order to enable us to pay the 
taxes on this mounting debt.” 


The national debt is distributed somewhat 
as follows: 


25 per cent is owned by commercial banks; 
13 per cent is owned by insurance com- 
panies and mutual savings banks; 


9 per cent is owned by federal reserve 
banks; 


27 per cent is owned by individuals; 

15 per cent is owned by government 
agencies; 

11 per cent is owned by other corporations 
and state and local governments. 


Early in 1946 a committee on public debt 
policy was formed under a grant by the Falk 
Foundation to make a study of policy for 
the management of our national debt. The 
results of this study were published in book 
form. (The National Debt, Harcourt, Brace 
& Company, Inc.) 


In the matter of the relationship of the debt 
to national income, this book carried these 
figures: 

In 1812 the tax was 5 per cent of the 
national income; 


in 1865 it was 50.2 per cent; 
in 1893 it was 7 per cent; 

in 1917 it was 3 per cent; 
in 1919 it was 41 per cent; 
in 1930 it was 22 per cent; 
in 1945 it was 142 per cent; 
in 1946 it was 160 per cent. 


The Falk Foundation study advised the 
American people to exercise careful watch 
over their national budget, to plan a debt 
reduction policy, which is related to the state 
of business activities of the country, to dis- 
tribute the debt as widely as possible among 
nonbank investors, to restore flexibility to 
interest rates, in short, take every possible 
step to preserve and increase the dynamic 
energy of our economic life. 
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Section 29.112(g)(1). Further, that proviso 
is based upon the intention to continue busi- 
ness, thus possibly making the actual con- 
tinuance irrelevant, or possibly making the 
new enactment even more lenient than the 


1932 law. 








Tax-Wise 


Consequently, cases arising under the 1932 
act (like Coca-Cola Company v. U. S., 42-2 
ustc { 9683, 47 F. Supp. 109 (Ct. Cls.)) may 
provide some ready-made constructions of 
the newly enacted Section 112(b)(11). 


CuHIcaco, ILLINOIS JosePH B. CLEARY 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in 
which you have interests are not listed, 
there are no franchise, income or property 
tax reports or payments due therein for 
the month covered. 


ALABAMA: February 1—Corporation per- 
mit applications due. 

CALIFORNIA: February 15—Personal in- 
come tax information reports and pay- 
ment of amounts withheld due. 

COLORADO: February 15—Personal in- 
come information reports due. February 
28—Property tax first installment due. 

CONNECTICUT: February 15—Foreign 
and domestic corporation annual reports 
and fees to be filed with Secretary of 
State due. 


DISTRICT OF COLUMBIA: February 
15—Income information reports due. 
ILLINOIS: February 28—Franchise tax 

statements due (last day). 

IOWA: February I1—War veteran, reli- 
gious, literary and charitable association 
statements of property claimed to be 
exempt from ad valorem taxation due 
(last day). 

LOUISIANA: February 1—Domestic cor- 
poration reports due. February 15—Cor- 
porate income information reports due.— 
Personal income information reports due. 

MARYLAND: February 15—Corporate in- 
come information reports due.—Personal 
income information reports due. 

MINNESOTA: February 1—Annuity in- 
come tax information reports and pay- 
ments due. 

MISSISSIPPI: February 1—Property tax 
first semiannual installment due. 

NEW JERSEY: February 1—Property 
tax quarterly installment due. 


1952 FEBRUARY 1952 
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NEW MEXICO: February 1—Mineral 
property reports due. February 4—Prop- 
erty reports from railroad, telegraph, tele- 
phone and transmission or pipeline companies 
due. 


NEW YORK: February 1—State property 
tax due. February 15—Personal income 
information reports of amounts paid resi- 
dents due. 


NORTH DAKOTA: February 15—Prop- 
erty reports from railroads and telephone 
companies due. 


OHIO: February 15—Corporate income 
information reports due.—Personal income 
information reports due. 


OKLAHOMA: February 20—Property tax 
reports and payment from rural electric 
cooperatives due. 


OREGON: February 1—Property reports 
from utilities due. February 15—Corpo- 
rate income information reports due.— 
Personal income information reports due. 
—Property tax quarterly installment due. 


PENNSYLVANIA: February 15—Per- 
sonal property reports due. 

RHODE ISLAND: February 28—Corpo- 
ration annual reports due. 

SOUTH CAROLINA: February 20— 
Property reports from pawnbrokers due. 
February 28—Corporation license reports 
due (last day). 

SOUTH DAKOTA: Febuary 28—Foreign 
corporation tax reports and payment due. 


UTAH: February 10—Mining property 
reports due. February 11—Property re- 
ports from public utilities due. 


VERMONT: February 15—Personal in- 
come information reports due.—Personal 
income tax withholding reports and pay- 
ment due. 


VIRGINIA: February 15—Information at 
the source reports from corporations and 
partnerships due. 


WISCONSIN: February 28—Personal 
property tax and real property tax (if 
paid in single installment) due. 
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February 1 


Return due of 1951 corporate distributions 
claimed to be nontaxable. 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax withheld under Section 
1401 and (3) employer’s tax under 
Section 1410 where, during the preced- 
ing month, the aggregate of such 
amounts exceeded $100. 


Sebruary 15—— 


Due date, by general extension, of returns 
for the fiscal year ended August 31, 
1951, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business 
in the United States, (3) domestic cor- 





porations which transact their business 


and keep their records and books of 
accounts abroad, (4) comestic corpo- 
rations whose principal income is from 
sources within the possessions of the 
United States and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 111, Section 29.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 

By general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
taxable returns of income for fiscal year 

ended September 30, 1951. Extension is 





City Tax Calendar . 


February 1—Louisiana: New Orleans whole- 
sale dealer occupation license tax due. 


February 15—Arizona: Phoenix business 
privilege tax reports and payment due; 
Yuma business privilege tax reports and 
payment due. Colorado: Denver sales tax 
reports and payment due. Pennsylvania: 
Erie employer withholding tax reports and 
payment due; Scranton employer with- 
holding tax reports and payment due; 
Scranton employer withholding tax re- 
ports and payment for school district 
income tax due. 


Federal Tax Calendar 


not applicable to returns of beneficiaries 
or other distributees of such estates 


or trusts. 
29.53-3(b).) 
Monthly information returns of stockholders 
and of officers and directors of foreign 
personal holding companies due for 
preceding month. (Regulations 111, Sec- 
tions 29.338-1, 29.339-1.) Form 957. 


Returns of stamp accounts by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchase:] during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during pre- 
ceding month. 


February 28—— 
Due date of annual information returns 
of dividends, salaries from which tax 


has not been withheld and other pay- 
ments. 


(Regulations 111, Section 


Due date of information as to foreign 
items of $600 or more paid to indi- 
viduals, fiduciaries and _ partnerships. 

February 29—— 
Returns for excise taxes due for preceding 


month. Forms 726, 727, 728, 728(a), 
729, 932. 





February 20—Louwisiana: New Orleans sales 
and use tax reports and payment due. 
February 25—New York: New York City 
conduit company tax reports and pay- 
ment due; New York City public utility 

_ tax reports and payment due. 

February 28—California: Los Angeles gross 
receipts tax statements and tax due. 
Pennsylvania: Scranton employer infor- 
mation reports for school district income 
tax due. 

February 29—Cualifornia: Los Angeles 
monthly sales and use tax reports and 
payment due. 
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Other Helpful, Informative CCH Magazines 


Labor Law Journal 


*% Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
4 Journal publishes incisive articles concerned with the 
LAW eee : : 

intimate and complex relationship of Law, Labor, 
JOURNAL = Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking. 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 

pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 


monthly; subscription rate—-$6 a year. Sample copy 
on request. 


Insurance Law Journal 


*%& Month after month, this helpful magazine presents 

timely articles on pertinent subjects of insurance law, 

digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- 

neys general, and other features reflecting the chang- 

ing scene of insurance law. The Journal is edited 
exclusively for insurance Jaw men, by insurance law sa aa 
men. Emphasis is on the insurance law fields of Life, rere C0 wre 
Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 

manent filing of each monthly issue for a year. Send 

for a sample copy. 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
Food: Drug Cosmetic Law late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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PUBLISHERS OF TOPICAL LAW REPORTS 
214 N. MICHIGAN AVENUE, CHICAGO 1, ILL. 
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